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Preface 

This vohime was prepared in Fdmuuy/March 1996 as a background doaimenr of the 
second doom meeting in siq>poit of Boinia and Herzegovina, held in Burssels on ^^iril 12-13, 
1996. Vl contains an analysis of the economic policies and mstinitianal challenges facxag the 
peace makers in Bosnia and the international community. 

Despite all tibe difficulties, inchiding die need to clarify re^Kmsibilities. to build 
transparent and reliable chamiels fx die international aid effort and die need in Bosnia to work 

simultaneously on reconstruction, reconciliation and transition towards the market economy, a 
good start has been made in the four months following the signing of the peace agreement. 
Projects have been designed and negotiated, compromises have been reached between the 
various levels of governments so that responsibility and accountability could be clarified, and 
terribly difficult decisions <m what are die highest priorities are beginning to be made. 
ReconsttoetkiB in all its d i ln f*fi i ff k? ff T has never happened overnight •nd cannot be achieved in a 
matter of only weeks or months in Bosnia. It took years after other wars, even in the most 
successful cases. Reconstruction is different from humanitarian aid because it has to be 
sustainable, it has to generate high economic returns and, of course, it requires resources of a 
larger order of magnitude. Thanks to strong support from the international conununity and a 
great effort Iqf Bosnian policy makers, and deqrite die differences diat they are still trying to 
overcome, a good start has been made. But it is onfy a start This katial work will lead to 
real reconstruction over the coming months if the parties in Bosnia can reach compromises and 
make the new institutions function, and if the international community really follows up on the 
pledges made and strongly coordinates the assistance effort so that it can be targeted 
strategically at the priorities identified. It is a challenge that can aixi should be met. 

I join the authors in hoping dud: dieir woric can oontributB towards peace and recovery 
in Bosnia and Herz^ovina. 
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Introduction 



Three months afta the signing of the Dayton and Paris accords, the beginnings of 
nonml life are stirring in Bosnia, and economic recovery is beginning. Compliance with the 
military aspects of the accords has been good. Despite initial difficulties and inclement winter 
conditions, NATO's Implementation Forces were deployed on the ground. The withdrawal of 
the three parties' forces behind a zone of separation took place close to schedule, as did the 
removal of heavy weapons. Most prisoners have been exchanged and the demobilization of 
soldiers is under way. 

Progress has been slower on the civilian side. This is to be expected given the 
complexity of the tasks to be achieved: the organization of free and fair elections, protection of 
human rights, establishment of a fair and effective police force, building of democratic and 
phnalistic institutioos, return of displaced persons and refugees, and provision of humanitarian 
and reoonstcuctioo assistance. 

However, much more progress is needed, particularly on job creation, economic 
integration and instimtion building. A working Federation has yet to be set up, and there is 
still a lack of confidence — even now, twen^-four mondis after die Washington agreements of 
March 1994'-l)etween the two Federation partners. While there is either a Bosniac or Bosnian 
Croat minisler and depaty mimster in every ministry, teamwork is still wanting, and in efifect 
they still report to separate constituencies. There is even greater lack of trust among the three 
parties — the State and two Entities within Bosnia and Herzegovina — and the nq)prochen]ent 
with the Serb Republic has been slow. 

Ftill reimegratioii of aU parties, as well as closer rat^ratimi within the Federation, will 

likely be a lengthy process. The reasons for slow progress on the civilian side are complex 
and interlinked. For example, the ability of refugees to return to their homes is intertwined 
with the ongoing work of the war crimes tribunal. The difficulties to date in establishing a 
Federal Customs Administration — the linchpin of a Federation budget— relate to, among other 
things, the fidhue to htfegrate fbt federal police and, more fundamentally, to share pcvwer 
within Hac Fedeiatixm, and between the Fedoation and the State. The difficulties encountered 
in reaching agreement on the joint provision of utilities such as water and power, or on the 
reintegration of road and rail networks reflect a similar lack of trust at the local and Entity 
levels. Perhaps, given how recent, bitter, and destructive the war has been, more progress 
could not have been expected. 

What is certain is that a stnmg reconstruction effort tbat quickly rebuilds Bosnia's 

economic capacities is critical for peace. Only economic progress that visibly improves 
peoples' lives will demonstrate that peace and reintegration bring more benefits than war. 
Fundamental to economic recovery and to peace will be the creation of employment 
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opportunities for those who have been without jobs and hope during the war. Such a 
reconstruction effort will however require a strong, concerted effort on the part of the 
attemitioiial donor oommu^ 

Even with strong international support, the process of reintegration will not be easy, 
and the international community must be aware of the difficulties and risks that lie ahead. As 
the recent experience of the West Bank and Gaza shows, there will be ups and downs in the 
peace process. To expect otherwise in Bosnia would be unrealistic. Still, there is no realistic 
alternative to'act^ve donoir sappoit. WMwiit a concerted doomr efifort tfaere can be no hope for 
ieo(»struction, econofnic recovery, or reconciliation. Widiout a durable peace, Bosnia will 
remain troubled and potentially unstable, and blight the proqsects tot a peaioeful future and 
economic progress for all countries in the Balkan region. 

The World Baidc, in coopoation with the European Unioo and odm muhOaieial and 
bihrteral agencies, began its woik on Bosnia and Itozi^govina in the spring of 199S, when it 

initiated discussions with the Republic of Bosnia and Herzegovina and the Federation of 
Bosnia and Herzegovina on a range of economic policy issues, including the needs for 
reconstruction of war damages, institution building, and economic reforms. Discussions 
followed, later, with the Serb Republic. Two reports were prepared, "Bosnia and 
Herzfig(Mna: Priorities for Recovery and Growth, * and *BoBua and Herzegovina: Priorities 
for Recovery and Growtit—Sectmai Annexes,'' and presented to die First Donors Conference, 
held hi Brussels in December 1995 and chaired jointly by die World Bank and the European 
UmoiL 

Since then the Bank and the £U have opened field offices in Sarajevo and started to 
provide conoete financial sappoA to the reconstcuction efSnt on tbt ground, in close 
cooperation with other donors. On April 1, die membershq) of Bosnia and Herzegovina in the 
World Bank, IDA and IPC was announced, effective February 25, 1993, the date of 
succession to the monbership of the SPRY. 

This pieseot report, prepared fbr die second Donors' Confe r e n ce jointly sp(»sored by 
the European Union and die Worid Bank m April, 1996, serves two purposes. Fhst, it 
provides a framework for understanding die challenges facing Bosnia in tbe critical period 

ahead as it seeks simultaneously to reconstruct its devastated economy, strengthen economic 
management, and undertake the transition from socialism to a market economy. Second, it 
provides background information on the new State and Entity structures that have emerged 
since the signing of the Dayton and Puis accords; it provkles an update on Bosnia's 
maooeconomic situation, policies, and recmt economic performance; and outlines poliqr 
options for structural reforms in the public sector and in the enterprise and banking systems. 
While this report presents a comprehensive view of the challenges facing the Bosnian 
authorities over the next three years, it also acknowledges the considerable difficulties faced in 
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implementing this agenda, and points to the actions requiring the most urgent attention over 

the coming months. 

A comiMmon volume, 'Bosnia and HemganHna: The Priority RKomtnietitm and 

Recovery Program-The Challenges Ahead" focuses on sector-by-sector reconstruction needs 
in the $5.1 billion reconstruction program and policy issues. This vohmie is available from 
the Bank upon request (EC2DR). 

We and all of dwie who paiticipaiBd in die pRpmtkm of ddi npoft Inpe dnt our 

joint efforts can contribute towards peace, juatioe, and economic lecovoy dnd im|iiovei dK 
lives of die peofde of Bosnia and Heizegovina. 
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Executive Summary 

With the advent of peace, there is new hope for the people of Bosnia and Herzegovina, 
whose long suffering from a devastating war has been transformed into an earnest desire for 
peace and prosperiQr. After four years of trauma, poverty, and subsistence liviiig, the people 
of Booua and Heiz^viiia are ho^ag for no^^ 

of their lives. In this new environment, economic reconstnictioii and recovny have become 
the focal point for both policy makers and the public: the outcome could cement or shatter the 
ongoing peace process. The challenge is of immense proportions: history shows that it is 
always dkficult to rebuild after a prolonged war. It is doubly difficult to undertake the task 
when it involves setting up new governance structures and in^itutions. Undertaking such a 
task with a socialist lega^ and major unresolved structural problems in industry, banking, and 
economic management — as is the case for Bosnia and Herzegovina — is truly heroic. In this 
undertaldnig, Bosnia and Herz^ovina faces three major challeo^: 

• First, implementing the reconstruction and recovery program necessitated by the 
war damage. Bridge, roads, housing, and water and sewerage facilities need to 
be repaired and public services restored. Hundreds of ttuusands of lefiigees 
and displaced persons need to be resettled and soldiers demobilized. 
Employment will need to be created in order to reintegrate them into economic 
life. Economic revival and employment generation will be driven mostly by the 
reconstruction program in the initial stage of economic recovery in Bosnia, 
^propriaie oigaoizatioii, coorduatioB, and inylementatkm of the 
recomtnictioa program will be k^ to nmxwniring its unpact on domestic 
economic recovery and employment generation. 

• Second, developing the new governance structure and institutions for economic 
management. Institutions at all levels of government need to be created or 
conaolidated in order to hnplement the bhieprint hud out in Oe Dayton-Piris 
Agreement. The Daytoo-Puis agreemen t is veiy dear about die structure of 

monetary institutions, but is much more ambiguous about the fiscal structures. 
In addition, basic govenmient services need to be restored and the infrastructure 
of government (offices, communications, equipment, and so on) needs to be 
rehaWlitatBd. 

• Third, managing the transition to a market economy. The war interrupted the 
process of economic transformation that had already begun elsewhere in Central 
and Eastern £ur(^ and in some of the other rqniblics of the former 
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Yugoslavia. It is important that this process be completed in Bosnia in order to 
form the basis for sustained growth. As elsewhere in Central and Eastern 
Europe, much of the increase in ouq>ut in the medium term will have to come 
from expansion of service sectors and of light iodustiy, set iq> by private 
entrepreneurs. Some of the assets in currently idle State firms may be of use to 
the private sector; splitting off the useful parts of State enterprises and selling 
them through simple and rapid privatization mechanisms is needed. 

In maii^ cases the duee tasks overli^. The new State needs a new body of law, 
adapted to die xequiiements of a market economy; but such laws need to take into account die 
institutional structure laid out in the Dayton-Paris Agreements. Modem tax systems are much 
more easily built up in a unitary State than in a federal structure with decentralized, or Entity- 
based institutions, so this will be a special challenge. Privatization, too, will have to be 
organized at the regional level to avoid debates about unfair asset allocation across 
coimminities, despite the potnitial inefiSciencies of multiple privatization agencies. 

Yet one cannot dwell on all the difficulties. The agreements reached in Dayton and 
Paris constitute the only framework to which all parties have consented, and they will have to 
form the basis of all measures considered. The challenge is to build on these agreements to 
construct a State and an economic system ready for the market, based on private sector 
economic activities and with a fimctioning government that ensures orderly relations between 
all parties and provides the infrastructure, public goods, and regulatory frameworks that the 
private sector requires. 

Background and Recent Developments 

Bosnia and Iferzegovina was among the last rqniblics of the forma: Socialist Federal 
Rqwblic of Yugoslavia to declare its iiKiependence, as the republic's leaders tried to piece 
together a compromise solution within a confederate strucmre. With the active encouragement 
of the major Western countries and of the European Union, which had suggested a 
referendum, and following the referendum vote in which 67 percent of the population opted 
for independence, Boaua and Herz^vina became an independent country in Mardi 1992. 
Xntecnational recc^nitikm was given to die Rqwblic of Bosnia and Herzegovina by the United 
Nations and most nations in the months following the referendimi. However, the republic's 
independence was challenged almost immediately by the Yugoslav National Army and local 
Serb militia, resulting in the four-year war. As a result of the war, about 250,000 people are 
dead or missing and about three million have had to leave their towns and villages, with about 
one million seddng lefiige abroad. During a brief period in 1993-94, hostilities also broke out 
between secessionist Croats and the Republic's army. This conflict was largely resolved with 
the Washington Agreement in early 1994, that established a Federation of Bosnia and 
Herzegovina between Bosniacs and Croats. On November 21, 1995, a comprehensive peace 
agreement among all parties was initialed in Dayton, Ohio that establishes a framework for 
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eodiqg the conflict. On December 14, 1995, the peace agreement was ftnmally signed in 
Paris. 

The agreement sets an institutional framework for rebuilding the country. Under the 
agreement, Bosnia and Herzegovina will be an internationally recognized country consisting of 
the Bosniac-Croat Federation (Federation of Bosnia and Herzegovina) and the Serb Republic 
CRqwiUika Srpska). A State government will be reqxnisible fbr fineign affidrs; customs and 
foreign trade policies, mon^aiy management, and inter-Entity matters on commimications, 
transport, and energy. Other responsibilities, including defense, social services, and social 
welfare, will be devolved to the Federation and the Serb Republic. Until elections are held in 
six to nine months, the agreement also confirms the authority of existing government offices 
and institutions so long as the laws and regulations on which these institutions exercise their 
conq)eten[7 are consistent wifli tbe Constitution agreed to undo* die agreement. 

Infrastructure to implement the peace process was put into place shortly after the 
signing of the Dayton-Paris peace agreement in Paris. On December 21-22, an international 
donor conference was convened in Brussels to secure much-needed fmancial assistance for 
reconstruction and humanitarian needs during the first quarter of 1996. NATO's 
inq>lementation forces todc over military peacekeeping duties firom die United Nations' 
multilateral force on December 21. On January 4, 1996, the Office of the Hifiili Rqneseatative 
began to function in Sarajevo and Brussels. New State and Federation governments were 
named on January 30 and 31. The withdrawal of the three warring factions behind a zone of 
separation took place close to schedule, as did the removal of heavy weapons. Most prisoners 
have been exduoged and die demobilization of soldiers is beginning. 

Progress has been somewhat slower on the civilian side. This outcome is to be 
expected given the complexity of the tasks to be achieved: the organization of free and fair 
elections, protection of human rights, establishment of a fair and effective police force, 
building of democratic and pluralistic instimtions, return of displaced persons and refugees, 
and provision of humanitarian and reconstruction assistance. As of late March 1996, the 
Federation remained largely divided into separate Bosniac rn^ori^ and Croat nuyority areas, 
widi sqrarate armies, police, and fiscal administrations. To keep the process of building the 
Federation on track, a two-day summit was held in Rome in mid-February at which the 
presidents of Bosnia-Herzegovina, the Republic of Croatia, and the Federal Republic of 
Yugoslavia reaffirmed their commitment to the Dayton-Paris peace agreement. On March 18, 
1996, anodier a gr eemen t between the three parties reaffirmed their intention to iitiplemeHr Hm 
peace agreement and coflmnitted themselves to specific measures for realizuig that ofagective. 

The war has shattered the economy and severely curtailed productive activity. 
However, this contraction has not occurred uniformly across the country and has not had the 
same genesis. Output M most in tbt Bosmac majority areas due to Ae destmctian <rir hirge 
s^ments of tranqxMt and commimications networia, water and eneigy supplies, and 
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productive assets, as well as loss of human resources. In the Serb majority areas, where the 
decline was also severe, the economic embargo imposed by the Federal Republic of 
Yugoslavia and the international community, along with some destruction and damage of basic 
infrastnictiire, largely eiq>laiii8 die lack of eoonoiiiic activity. Only in die Croat majority areas 
have production and trade continued, at about 85 percent of the prewar level. Average per 
capita income in Bosnia and Hecz^ovina is estimated at about $500, compared widi around 
$1,900 in 1990. 

Despite the pain and sufferiiig brought by tiie war, there has always been hope in the 
coontry, even in its daikest mommts. Economic life coodaued throughout the war in places 

such as Sarajevo and central Bosnia, and diere has evm been quite successful macroeconomic 
stabilization since late 1994, as well as encouraging recovery of output since the spring of 
1995 in the Federation part of the country, that reflects a mming of energy from political 
deliberations to growth. With a well-endowed human capital base and an ^propriate set of 
f(»w^ard-looking policies, Boaaia and Herzegovina could emerge as a suocesrfiil ecooomiy, 
provided imecnatumal assistance can be mobilized for initial recoosttuction, and domestic 
insdtutioahbuildmg efforts proceed. 

Toward Reconstruction and Recovery 

Economic re c onstr u ction and recovery is urgently needed in Bosnia and Hetz^vina to 
give hope and jobs. ExpexksMX firom countries similarly afflicted by war shows diat enmomic 

recovery can proceed quickly if a mmiber of conditions are satisfied. These conditions 
generally include: (i) a stable macroeconomic environment conducive to growth and job 
creation; (ii) a transparent and "market-friendly" legal and regulatory framework, enforced by 
sttoog institations and good coordination widdn the govermnent, and (iii) sufficient 
intemational assistance, official and private, channeled through good organization and 
coordmation mechanisms. Private mvestmeot can play a role if basic inficastnictute and 
government services are restored, but requires a relatively stable macroeconomic environment. 
There are, of course, numerous examples of failure to revive an economy in a postwar 
environment. The absence of the conditions listed above goes a long way toward explaining 
the economic coII^mc in diose countries. 

Major sources of growth and employment generation in the initial stages of recovery in 
Bosnia and Herzegovina will have to come from reconstruction-related activities, since 
domestic market and export capacities are limited. In addition, targeted employment generation 
programs will be needed. Because significant resource will be {novkied by donors during the 
initial stage of teamauc recovoy, a lo^ issue is die design of the aid schemes. It is absohilely 
critical that reconstructioB prqjects employ Bosnian personnel and con^anies, and that food 
aid does not hamper the recovery of agricultural production and the creation of jobs in the 
rural areas. Equally important in this initial stage of economic recovery is the early adoption 
by the authorities of a set of measures that can immediately facilitate economic restructuring. 
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These include measures that promote internal (intra- and inter-Entity) trade as well as external 
trade and help reactivate functioning productive assets. Maintaining sound macroeconomic 
policies in Ute fine of « laige inflow of foreign exchange piesmts a puticidar problem, and 
the dynamics of price and real exchange rate movement should be well understood and taken 
into account in policy fbrmulatioB. These concerns will require a concerted effort on the part 
of both the government and donors. 

Reconstruction.Priorities and Organization 

An important focus of tbt economk recovery program will be job creation and tihe 

reconstruction of transport, telecommimications, energy, and other infrastructure damaged by 
the war, without which it will be impossible to restart production and trade on any significant 
scale. In parallel, the program must repair water, sewerage, and health facilities without which 
there will be a continued threat to public health, rehabilitate farms to improve the supply of 
food and reconstruct housing to relieve acute shortages. R ein t ^atin g donbbilized soldiers 
and the unemployed in the economy is not only an economic necessity but is essential for 
peace. Financing for these efforts will mostly have to come from abroad. The external 
financing requirement is currently estimated at $5. 1 billion for the initial three or four years. 

A co(ndinated effort by the government and the donor ccMnmunity will be required to 
depl<^ these resources, not only for effective target and efficient but also to maximire the 
positive impact on economic recovery. The govenmient's first step should be to establish an 
institutional structure that has clearly defined responsibilities for each agency involved in the 
reconstruction program. The State government has recently set up a Reconstruction Cabinet 
chaired by the State prime minister and consisting of key ministers at the State level, as well as 
the Federation prime minister and other key Federation ministers. The Cabinet will define die 
reconstruction program fiameworic, priorities, and fimd-raising strat^. Similariy, die 
Federation established a Coordination Board and the Serb Rqyublic a Reconstruction Agency 
to defme the needs, funding, and priorities of the reconstruction program at the Entity level. 
At the sectoral level, line ministries or implementing agencies will be responsible, through the 
establishment of "project implementation units," for the reconstruction implementation in their 
areas. This arrangement maintains dear responsibility for key decision-making at the State 
and Entity levels, yet decentralizes sectoral inq»lemenlaticm and help build up institutiQnal 
capacities. It should provide a good institutional basis for internal coordination of die 
reconstruction program and for the devel(q;)ment of effective implemfaitation cf^ity. 

On the donor side, apart from finding good mechanisms to coordinate amongst 
diemselves to maxhnize die mipact of assistance and minimize die burden of niultq>le 4ooor 
programs on die government, there are also important policy issues. Clearly, large-scale 
economic recovery will not take off if weak demand, resulting from low levels of domestic 
income and employment in the aftermath of a devastating war, persists. One way to increase 
aggregate domestic demand is to use donor money in a way that maximizes the employment of 
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domestic companies and local employees for reconstruction projects, large or small. In this 
respect it is fortunate that Bosnia and Herzegovina has excellent engineering and construction 
capacity, both for domestic and foreign projects, and that some of its main companies 
continued opentioos abroad durii^ the war. Large projects can be designed and undeclakiea 
jointly by Bosnia and Herze^yvina and fineign companies, wbile smaller projects sthould be 
left for local companies and enqdcrirees. 

Employment Creation and Return oflUfiigees, Resettlement, and Deniobiliz0ion 

Creating employment is oo die critical path to pact and prosperity, in partidilar to 
accommodate millions of returning refugees, diq»laced pnsons, and demobiliaged soldiers. In 
addition to pursuing a policy of emplcqdng as many local personnd and local companies as 
possible in the reconstruction program, creative and diversified programs will be needed to 
fulfill the tremendous employment requirement facing the country. Programs such as those 
facilitating micro and small business creation through credit extension, technology transfer, 
infi»mation dissemination, and qiuck privatization of small and fimctioniqg assets of State 
enteiprises via simplified mechanimns can be of great importance fin* alteviatiog flsqiloymait 
pressure as well as stimulating growth. 

A variety of public works programs in repairing housing for schools and clinics, 
maintenance of road and street, urban sanitation, water systems, etc. could be of help, and will 
need donor resources to find them because of lack of fiscal resources. Trainmg, education and 
ou^laciDg programs can fieilitate reintrodnction of these personael into woik life. Jb. 
designing schemes for demobilization, features such as lump-sum paymeots for housing 
repairs, small credit for business activities could be KDcoiporaled into the programs to he^ 
employment generation. 

A donor-ftianDed progiam of housing constniction would also help to sthmdate local 
employment as well as he^ settle refugees, displaced persons, and demobilized soldierB. Such 

a program would help generate income and domestic demand by increasing employment to 
support recovery in production and distribution, and would help contain domestically financed 
fiscal outlays. Moreover, to the extent that financing housing in Bosnia and Herzegovina 
offtets the high costs associated widi die housing of refugees in many EU countries, spending 
money on housmg constniction (and associated water and sewerage sites/ftdlities) may m feet 
save donors money over the medium term. Private remittances would also be an »H««timMi 
hnportant source of financing for housing rqpair and eoqiloynient. 

Food Aid 

Until now, foreign aid has been chanaded mainly k the form of direct govemment 

handouts, especially for food aid. As the economic recovery continues, the mechanian fat 
distributing fore^ aid should be restnictured to minimis its potentially n^ative effects on 
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the revival of domestic production. In particular, the food aid distribution mechanisms need to 
be restructured. Donor-supplied food aid, if not organized properly, can discourage domestic 
food producdoB. BoiiDn shoukl procure a significaiit share of tbeir food aid from domestic 
sources of productioD wheoever feasible, such as for cereab, flour, and meat. Doing so would 
generate a "demand-puU" for the agriculture and agroprocessing sectors in regions such as 
Herzegovina where farm assets sit idle due to lack of local purchasing power. Moreover, food 
aid should be sold rather than distributed free of charge; those in need of aid could be given 
targeted income support (see below). Finally, the quantities and types of food aid provided 
should be monitored carefolly and plused out as local agricuUural production recovers and 
commercial food inqwrts develop. This will contribute to the generation of badly needed jobs 
for the huge nunaber of unenqiloyed and displaced persons. 

Strengthening Social Assistance Mechanisms 

An integral conqxment of die stratt^ for economic revival is to efficiently dqploy 

scarce resources to help the poor and the socially disadvantaged. By 1995, about 80 percent 
of the Federation's population had become at least partly dependent on emergency food aid for 
its survival. A significant portion of the population in the Serb Republic also depends on 
humanitarian assistance. Despite the anticipated economic recovery, a significant sliare of the 
population will contiBie to ranain dqiendent on social assistance through flie medium tem. 
Thus ^ phasing out of in^tind emergncy food aid programs will require the establishmoit of 
targeted cash transfer mechanisms to avoid hardship. Temporary programs are reqpiired until 
pension, unea^li^ment, and social assistance systems are restarted. 

Facilitating Trade and Reactivating Functioning Assets 

Other measures that could be taken by the authorities to help junq>-start economic 

recovery include removing trade barriers that are now in place because of separate intra-Entity 
and inter-Entity payments and customs administrations, opening up trade routes by 
implementing the understandings reached in the Wasliington agreement concerning the port of 
Plooe, reaching agreements witib trading partners for oqxnt inwirance; and quickly privatizing 
still-functionhig but idle, assets of Stale enterprises (such as trucks, machines, and sheds). 
These assets could be split off and sold through simple mechanisms by the enterprises 
themselves. A major concern at the present is the continued existence of internal checkpoints 
across Bosnia and Herzegovina and within the Federation that inhibits free and unencumbered 
movements of goods and donor supplies. Strong and inmiediate actions are required by all 
authorities involved to remove diese barriers, since donor resources will quickly diy iq> if th^ 
find that their goods are subject to any interventions, and a monitoring and enforcement 
mechanism, with international support, should be established to ensure that these actions are 
taken and no new barriers established. The reopening of trade routes, and the reactivation of 
functioning assets, will be powerful instruments to accelerate job creation both in the industrial 
and in die services sector. 
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The Macroeconomics of Economic Recovery 

Maintaining macroeconomic tabHUty will be a key requiremeat for gucoesiftil recovery 
and, if experience elsewhere in Eastern Europe is any guide, is a prerequisite for, radier ttam 

an enemy of, renewed growth and employment generation. Two key problems are likely to 
emerge. The first is the threat of a reignition of inflation. The currency board arrangement 
being put in place for the new central bank sends a good signal that the process of instimtion 
building will not interfere with monetary management. However, large expenditure needs and 
the fragile fiscal situation clearly could Uneaten Ihe fiscal support needed for llie strict 
monetary policy envisaged under die currency board. Thus establishing a fiscal structure that 
allows effective control of the government and public sector deficit is a-4Gey_priori^ (see 
below). 

The second problem concerns die management of die exchange rale in an e nvii o m ue u t 
of strong reconstruction inflows. Bxpexkast eUatwbac sug^sts diat such activities will put 
stKMig iq>ward pressure on the real exchange rate since much of the demand for domestic 
resources will be directed at the nontraded sector. Prices will likely go up. That in itself is not 
a problem; as long as the reconstruction effort continues, this is simply a reflection of market 
realities. However, over time, the exchange rate may become overvalued and uncompetitive. 
Careful judgment is therefore needed on ¥iiien inflation is reflecting inappropriale mooBtuy 
and fiscal policies ratiiertiian being a justified real exchange rate adjustmeot Several measures 
can be taken to minimize the degree of real exchange rate q)preciation and its adverse 
consequences. Most important in this regard is the elimination of domestic barriers to the free 
flow of goods and factor services, including labor, which in mm requires legal and 
administrative reform in trade, labor markets, and the financial sector. 

BuOding a YiMt Structure tot Ecamiiic MaDagemcot 

The Dayton-Paris Peace Agreement devolves most government responsibilities and the 
control over revenues from the State to the "constituent Emities"— that is, the Federation of 
Bosnia and Herzegovina and the Serb Rqpublic. The a gr ee m e nt s on decentralized strucdnes 
for the State and the Federation— die Serb Republic remains unitarily organized— are desi^Md 

to reduce the scope for the reemergence of major conflict between various groups while 
preserving a chance for a pluralistic, multiculmral society to reemerge. But as the failure of 
the former Yugoslavia demonstrates, a decentralized structure is only viable if inter-Entity and 
cantonal links are mutually beneficial. It is essential that the institutional arrangements for 
macroeconomic control are established, diat institutions at the State and die Entity levels are 
sufficientiy strong to fulfill dieir respective respoosibiUties in a coonUniled and coasisieBt 
manner, and that there not be too much cross-subsidization between jurisdictions in order to 
maintain the system's political sustainability. Building a viable strucmre for economic 
management within the framework of the peace agreement is therefore essential if Bosnia and 
Herzegovina is to continue on the road of reccosttuction and prosperity. 
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Building this new structure will involve two tasks. First, the government must rapidly 
build a oofe set of Stale and Entity institutions widi competent staff in order to establish 
credibility for the new strachires and foster cooperative behavior. Particularly important 

institutional arrangements that need to be established or consoUdated in a fidrly short period 

include, at the State level, a central bank to provide a common means of payments, customs 
administration arrangements to ensure uniform tariff rates and customs procedures, payments 
linkages to facilitate direct settlement of transactions. On the Federation side, this includes 
Federation customs and tax administrations, a Feda:ation payments bureau, and a Federation 
bank liootting and supervisicm ttgeasy. On the Serb Rqwblic side, this will require 
transforming or establishing new instimtions for a market economy, including an independent 
bank supervision agency. Second, the authorities must clarify fiscal arrangements between the 
State and its constiment Entities and between the Federation and its cantons for revenue and 
expenditure responsibilities across levels of government, as well as establish intergovernmental 
revenue redisfribution mechamsms. 

BuUding Government butinaUms 

For Bosnia and Herzegovina to be successful as a pluralistic society, it is crucial that 
viable institutional arrangements for economic control be established at the State and Entity 
levels. The peace agreement assigned to the State all die responsibilitws needed ftn* Bosnia 
and Herzegovina to be internationally recognized as one State. It also called for the 
acceleration of building the Federation as one of the two functioning Entities within Bosnia 
and Herzegovina. In late 1995 specific steps were agreed to strengthen the Federation. The 
separation of governments between the State and the Federation occurred in late January 1996 
with the establishment of sqparate cabinet ministries and ministers for all the State-level and 
Federation-level ministrws, but all die cantons and key economic insdtutimis of die Fbderation 
haiw yet to be established. Conmiitment to tibese institution-building measures was 
reconfirmed by the parties to the Dayton-Paris agreement at the Rome on February 

18, 1996 and at the Geneva meeting on March 18, 1996. 

Key Institutkmal Arrmgemem at Oie State Level. Establishing a Slaie4evd oeattal 
bank is critical to the new State. The Constitution provides c(wsiderable guidance on how die 

central bank will fonction. It indicates that it will be the only authority for monetary policy 
and for issuing currency in Bosnia and Herzegovina, that it will function as a currency board 
during its first six years, and that during those six years the bank's governor will be 
recommended to the presidency by the management of the International Monetary Fund, and 
will not be a citizen of Bosnia and ^rz^ovma or ax^ neigihbormg Stale. The new central 
bank will play an important role in improving economic conditions in Bosnia and 
Herzegovina: it will promote confidence in the ability of various governments to maintain 
economic stability, improve capacity for external debt management, and, most importantly, 
facilitate trade and financial flows throughout the country. Banking supervision should also be 
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coordinated— or ideally, unified— to provide a uniform set of rules and regulations for all 
banks operating within Bosnia and Herzegovina. Similarly, payments systems between the two 
Entities should be linked. Initially they could be linked in the way the separate payments 
systons of the two areas of tbe Federation were Imked in Novranber 1995. Finalfy, auiom 
and trade policies should be coordinated to inomote a common open trade r^inie without 
quantitative restrictions and to reduce divergence of tariff rates. In this context the 
discrepancies that exist between the trade regime of the Federation and that of the Serb 
Republic will have to be addressed. Common customs procedures will have to be adopted 
once die Serb Rqniblic establishes its customs checlq)oints on the country's eastern borders 
with the Federal Republic of Yugoslavia. 

Key Institutions for the Federation. Major tasks for instimtion-building are required in 
the Federation to make it possible to have a unified system for effective economic 
management. Key institutions that need to be established immediately or in very near future 
include unified customs and tax administrations, unified paymnit system, aod a unified 
banking supervision agen^. Unified Federation customs and tax administratimis will eUmiBUe 
intra-Federation trade barriers and create a viable and visibly unified Federation government 
and fiscal system. The most important steps in this regard include establishment of 
headquarters and naming of directors for the Federation Tax Administration and Federation 
Customs Administration, elimination of internal borders within the Federation, c hanne ling of 
tax and customs revenues to Federation government accounts, appointment of international 
observer and audit teams as an interim measure to ensure Aat tbe new procedures of tibe 
unified Federation Customs Administration are being property observed, and mefging of 
financial police with the customs and tax administration. 

Full unification of the payments system is necessary to conq)leinent the unification of 
(he tax and customs administrations, and to help establish a unified financial system in iie 

Federation. Key steps in the next few months include appointment of tbe director, deputy 
director, and senior staff of a unified Federal Payments Bureau, development of plans for the 
harmonization of procedures in all branches and modernization of equipment, and beginning 
implementation of such plans before the end of the year. 

A Federation Banking Agency is needed to provide the basis for uniform bank Uoensiiv 

and regulatory standards throughout the Federation and to permit participation on an equal 
basis in domestic and international transactions of banks in both parts of the Federation. Draft 
legislation to reform banking sector regulations and establish a Federation Banking Agency has 
been prepared and needs to be finalized by the authorities and submitted to Parliament. 

Establishment of cantonal governments is a key element of the peace agreement tiiat 

first requires that agreement be reached on the boundaries of each of the cantons to be 
established. Appropriate legislation reflecting that agreement needs to be drafted and approved 
by the Federation Parliament. 
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Key Institutions for the Serb Republic. Since the Serb Republic has maintained a 
unitary structure and has already had central institulioiis, die key task is to adapt tbese 
insfitutioiis toward serving a market-oriented economy, which Sob aufhorides have eiiplicidy 
stated as their key reform objective. However, one institution that needs to be established 
separately is a Banking Supervision Agency that will be required once the central banking 
function is taken over at the State level. 

Financing the Start-up of Government InstittOkms. Establishing die key new 
government institutions, particuhurly for die State and Federadon govermnenls, involves 

significant up-front costs, including the cost of equalizing and raising salaries in the key 
institutions to sufficient levels. One possibility is to fund base salaries at the State and Entity 
levels based on uniform (State-wide or Entity- wide) scales. The base salaries could be 
supplemented at each level using local resources (for example, topping up of base salaries by 
die cantons for civil sorvants at the Fedaation and die State levels). In addition, die need for 
adequaldy equqiping ttese institutioas inqilies significant first-year operating costs. Draor- 
provkied funding should be identified to help cover financing fot diese oudays. 

Toward Viable Fiscal Arrangements 

The peace agreement is clear about the structure of nxmetaiy institutions but is much 
more ambiguous about fiscal structures, particularly concerning fiscal arrangements widun the 

Federation. This unprecision raises important questions about the assignment of expenditure 
and revenue responsibilities across different levels of government and the question of 
intergovernmental fiscal redistribution. These questions must be satisfactorily dealt with in 
designing the new fiscal structure, so that it functions efficiently without reigniting econoouc 
and political conflicts. 

Fiscal Arrangements at the State Level. The division of fiscal responsibility between 
the State and its two constiment Entities was outlined in the Dayton-Paris agreements. 
However, many details and mechanisms have yet to be concretized. Under the framework an 
asymmetrical fiscal arrangement for the State will emerge. On the Federatkm ride diere will be 
a Ihiiiy decentralized tax and fiscal system with significant taxing and qpendmg powers 
devolved to the cantons, with die Federation government responsible mainly for those areas 
that have Federation- wide impact, such as defense and trade. On the Serb Republic side a 
more centralized fiscal system, similar to the current structure, will likely continue. 

Since taxing power will reside widi die two constituent Entities of the State, the 
ooosisteni^ and coordmation on tax poli^ and administratkm is a major issue. Some taxes, 
sudi as the value-added tax, cannot be imposed at a subnational level unless internal borders 

are imposed, which is clearly not advisable. Likewise, customs administrations and policies 
have to be consistent and coordinated in order to provide uniformity in protection and 
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undistoited customs revenue collectioii. Otherwise intemal borders would have to be 
established as well. 

Under the peace agreenmit, the State govermneiit's leqxmsibililies will be importaot 
but limited, since defense and social transfers are not inclined in die State's list ctf 

Constitutional responsibilities. The State government's budget will be small, financing mostly 
the operating cost of the State administration. It is to be financed entirely by contributions 
from its two Entities, the Bosniac-Croat Federation (two-thirds) and the Serb Republic (one- 
third), drawing initially from the oistoms revenues in eadi Eadty. Such a system has the 
inherent risk of leaving the State vulnerable to the wiUingness of transferring revenue 1^ die 
Entities. The peace agreement provides that in die ftiture, subject to the approval of the State 
Parliament, the State will be able to in^ose its own taxes. 

Since the State is the internationally recognized Entity and international relations are 
die domain of tbe State government, foreign bonowing and foreign debt service should be 
coordinated by the State government, and channeled from the State budget to final 

beneficiaries, including the Entity governments which could be borrowing directly from 
abroad as well. However, under the initial design of the peace agreement, financing for d^ 
service will have to come from additional contributions from the constituent Entities. 

Fiscal Arnrngements of the Federation. Assigmnoit of fimctions and reveoues finr die 
Federation should aim at having a small but strong Federation government and canton 

administrations with enough fiscal discretion and fiscal power to accommodate the 
heterogeneity of the Federation. Here, it is important to differentiate between the level of 
government that imposes the tax and undertakes its collection and administration, and the level 
of government that actually receives the tax revenue. Different options exist for organizing 
dw revenue ^stem, tax administration and allocadog tax revenues. It is advisable diat tax 
administration of die taxes neediiig a umfimn design be cmtralized at die federal level; 
purely local and cantonal taxes can be collected at those levels, respectively. It is also 
advisable that expenditure assignments be determined before proceeding too far in concretely 
assigning taxes to lower levels, since it may be hard to change tax assignments at a later stage. 

A Uocadtm of Ji4^.^pnntihiUH0M Four Criteria are reconomended to determine 

die optimal assignment of public fiinctimis to different levels of government: the potential for 
economies of scale, the existence of interregional spillovers, variations in preferences, and the 
desire for equalization and tolerance for cross-subsidies. There are tradeoffs among these 
criteria. The Federation Constitution has akeady assigned several functions to the Federation 
inchiding defense, federal polke, justice, and customs adnunistration. Addidcnal fboctkms 
that could be assigned to the Federation are discussed in ch^Mer m. 

Efficient Assignment of Revenues . As a rule, each level of government should have 
sufficient revenue capacity to fimd the services for which it is responsible. In considering the 
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assignment of taxes among different levels of government, it is also important to differentiate 
among Itae sqparate stqis of die taxation process. These include collecting, auditing, and 
enfofoement, referred to collectively as tax administration; definition of tax bases; setting of 
tax rates; and tax "ownership". The level of government in charge of collecting a tax need not 
be the same level that defines the tax base, sets the tax rate, or owns the tax revenues. In fact, 
it is recommended that for the most important taxes, definition of the tax base, setting of basic 
tax rates, and imdertakiqg of tax collection all be done at tbe Federation level. In addition, 
customs tax and exdses should be exchisively owned by Ibe Federation government, while the 
personal income tax, corporate income tax, and vahie-added tax could be shared betweoi the 
Federation government and cantons. 

User Charg es. Users of services should pay for services provided to the extent 
possible. This principle argues for user fees wherever tfa^ axe technically feasible witiiout 
violating otiier prindples of equity and equal access. The eiqNmsion and establishment of 
additional user fees is strongly recommended. This policy not only reduces government 
expenditure, therefore reducing taxing requirements, it also allows for more active citizen 
participation in the management of public services. Well-designed social pricing mechanisms 
that address die needs of the poor (siudi as lifeline pricing, in4dnd transfers, or cash transfers) 
should be an integral part of tiiis cost recovoy policy. 

Intergovernmental Grants and Revenue Redistribution . Whatever design is evenmally 
adopted, some imbalance between revenue and expenditure within fiscal units is inevitable. 
Thus it may be necessary to develop an intergovernmental grants or a revenue-sharing system. 
However, the current level of tolerance fm interregional subsidies is low, if not nil. Given die 
history of the former Yugoslavia, great care must be taken in designing an intergovernmental 
transfer system to minimize potential sources of political tension. Nonetheless, grant schemes 
are likely to be needed. These could be based on the redistribution of the proceeds fi-om either 
a single tax or a pool of tax revenues. The most important thing is that the formula applied to 
distribute fimds across municipalities or cantons be based on objective and transparent 
indicators. A system of grants based on negotiated finmulas or ad hoc procedures would be 
particularly ini^proptiate for Bosnia and Herzegovina. 

Commission on Fiscal Intergovernmental Relations . Three significant problems can be 
expected from the establishment of a federation fiscal system. First, fiscal imbalances will 
arise i^iaiever system is diosen, and diese need to be addressed. Second, diere must be 
adequate information on which to base decisions about propa tax base sharing, tax 

assignment, and intergovernmental transfers. Third, there are significant variations in 
budgeting procedures within the Federation. The establishment of a Commission on Fiscal 
Intergovernmental Relations is strongly recommended to address these problems. 

Fiscal Ammgments and PoUdes cf the Serb R^Mic In one respect, issues in 
reforming die Serb Rqwblic's fiscal structure are different from diose of the Federation 
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because it is expected that the unitary structure of the current system will continue. In other 
respect, however, it will face similar challenges as the Federation. These concern a) 
establishment of a system of user charges for public goods and services; b) establishment of 
effective cuslxnns administratioii and cooidiiiatioii wifh die Federatkm on policies and 
procedures; c) rationalization of the fiscal relation between the Republican government and 
municipalities; d) pension and health finance reforms (see section IV). More review will be 
needed before concrete proposals can be made concerning reform of fiscal structure in the Serb 
Republic. 

Toward Settiiig op a Market Economy 

Basic Strategy Jbr Recovery and Role cfthe Government 

It is tempting to argue that special conditions in Bosnia and Herzegovina would favor a 
direct govemmatt involvement in inoeasing production dirough the leslntiqg of die State^ 
owned enterprises. Nevertheless, growth and j()b creation in Bosnia, i^art from that driven iyy 
the reconstruction program, will most Ukdy come from expansion in the services se^or and 
light industry, set up by private entrepreneurs. Therefore, the basic strategy for economic 
revival should be a reliance on the private sector as the main engine of increased production 
and employment. The government's extreme fiscal predicament also leaves no alternative to 
private sector activity if die current macroeconomic stability is to be sustained— die resources 
are singly not there for any large scale government investment or intervention. In di^ 
circumstances, donors will need to address employment generation as an mtegtal part of the 
reconstruction program. 

The State's role under a private secttn:-led economic development strategy is not 
unimportant, but refocused. In fiict. how die govramnent fimcdons and what policies # 
implements is critical to fostering a private sector4Msed economic recovery, ft should 
concentrate on maintaining a sound macroeconomic environment; on establishing a sound 
legal, regulatory, and institutional framework that promotes smooth functioning of free 
markets; and on providing essential public goods and social services, such as defense, public 
order, and basic education and healdi care. PurdiemxHe, die go ve rnme n t must undertake 
reforms that ftcilitate die systemic transformation of the economy and eiihanoe efificieBt 
resource allocation, particularly in the area of public finance reform (mchiding pension, 
health, and education finance) and privatization of banks and enterprises. 

Bank and Enterprise Reforms 

Sustained recovery will not be possiUe widiout effocdve resource mobilizadon and 

deployment. This, in mm, requires financial sector reform. Large amounts of inherited bad 
loans and foreign exchange deposit liabilities have to be removed to free banks from the 
burden of the past and to allow them to make loans based on the financial viability of current 
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ventures. At the same time large and inefficient State enterprises have to be closed or 
restructured and prhnoized. The legacy of social ownershq) and self-nianagement, aldicxigh 
tcnqjxnarily replaced by direct government control during the war, conthiues to generate 
inappropriate incentives on decision making for production and investments. In addition, the 
prewar linkage between enterprises and banks— enterprises owned the major banks, which 
made loans to the enterprise owners— if unreformed, will continue to cause major 
misallocatioii of lesouices when investment resumes. Thus bank tad enterprise reform efforts 
should focus on privatizing, tfarouglh a variety of metfKxls, banks and enterprises. At ttc same 
time, legal and regulatcny frameworks need to be put in place to ensure effective market 
competition and to prevent, in the banking sector, major bank failures. The government's key 
role during the transition period is to manage this process of privatization, to implement legal 
and regulatory frameworks for private sector development, and to promote competition. 

77!^ Medium-Term Legal Framework. Setting up a conq>idhensive legal framework at 
tbe State and the Entity level for market activities is of primary in^mrtance for the medium- 
term development of a market economy. Wherever possible, 2l framework for these laws and 
regulations should be set up at the State level to provide uniformity. If legislation is set up at 
the Entity level, consistency and harmonization of this legislation across Entities will be 
required. 

Further legislation is needed to complement and enhance the effectiveness of the laws 
already adopted. Property laws should set clear rules of ownership and control. Contract 
laws and related procedures for dispute resolution are needed to establish a framework for 
commercial bargaining and to ensure the fair enforcement of private contracts. Company and 
foreign investtnmt lam should provide for relatively easy entry of new mterprises into the 
maikiet, ^idiile baiAniptq^ law needs to establish a mechanism for exit. Regulatory policies 
should address maricet £ulures, whether inhibiting the distortions of unregulated monopolies, 
forcing firms to disclose information needed by the market, or providing incentives to 
internalize environmental costs. The labor law should set basic ground rules for employment 
and industrial relations, including the facilitation of labor shedding by enterprises, supported 
1^ natioiial social mppatt and assistance policies if needed. Restrictions and barriers to labor 
moUliQr, sudi as conq)licated labor shedding procedures, expensive severance payments, and 
requurements relating to long notification periods and to finding alternative employiiKiit, 
should be removed with a view to facilitating the restrucmring of banks and enterprises. 
Finally, accounting and auditing laws and standards based on international rules need to be 
introduced to provide the basis for compilation and disclosure of imiform and meaningful 
financial infimnation. 

In the financial sector, in addition to the introduction of the new central bank law and 
new commercial banking laws, other banking regulations are also necessary. These include 
regulations on licensing standards such as capital entry requirement, scope of operations, 
abmbolder and management requirements, and reportmg requurements, as well as r^ulations 
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on loan classification, interest treatment, restriction of loan concentration to large borrowers 
and internal borrowers, limits on foreign exchange operations and exposure, and credit policy 
and procedures. The introduction of a deposit insurance scheme, properly financed and 
si^ervised, would contribute greatly to restoriiig confideiice in the banking system. In tbc 
medium term laws on nonbank financial instimtions and espial mailoet development would be 
required, to provide alternate financing for the growing private sector. Some of these 
rq^lations have ahready been adopted by each J^ty. 

Immediate measures on bank and enterprise reforms. Immediate bank and enterprise 
reforms should focus on removing die n^ative inqMct of mherited bad loans and large frozen 
foreign exchange deposit liabilities, and on promoting investment and production. Three 
principles should guide bank and enterprise reforms. First, stock liabilities and non- 
performing assets should be separated from current operations so that they do not impede 
reactivating economic activities. Second, the fiscal costs of settling the outstanding liabilities 
embedded in die banking sector shcuM be minfanized. Third, a decentralized approadi to 
privatizati<m should be pursued. The design and implementation of the program can vary so 
long as these princq>les are broadly observed. 

Settling claims. A particular problem is the large number of claims on the government, 
including claims of individuals (unpaid wages and pensions, restitution for postwar 
nationalization, claims on frozm fneign current accounts, claims for damage and odier 
losses arising from the war) and claims between and among the govemmrat and socially- 
owned institutions (bad bank loans, enterprise-government arrears, and interenterprise 
arrears). Settling all these claims from available fiscal resources is well beyond the 
government's fiscal capacity. Therefore no major fiscal resources should be provided for the 
settlement of claims. A substantial portion of the claims of individuals could be settled by 
exchanging than for privatization certificates that can be used along widi cash for privatization 
transactions. 

Settlement through the provision of privatization certificates could be envisaged for 
three types of claims: (i) claims equal to the value of bank deposits in foreign exchange that 
were frozen in IS^l ; (ii) restitution claims, where these cannot or should not be settled in kind 
wifli die property being claimed; and (iii) claims by government eoq>loyees and pensioners for 
their wage and pension arrears, and claims by veterans based on dwir length of service and the 
degree of injury or other personal loss they may have suffered. These privatization certificates 
could later be used, together with cash, to purchase publicly-owned assets that could be 
offered for sale in the near future, including housing, agricultural and forest land, enterprises 
and commercial banks. 

A regional approach to privatization. Given the instihitional structure of the State and 
the initial steps already taken, a regionally based, flexible approach toward enterprise and bank 
restructuring and privatization may be most appropriate. Under this approach privatization 
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programs will be implemented regionally (at the Serb Republic level and at group of cantons, 
canton, or local levds wittiii tlie Fedentkm) tlirough regional privatizatum a^icies, while all 
daims, inrinHn^ bad bank dainis on ralerprises, m tercH t eipri se arrears, frozen foreign 
exchange dqiXMit claims, and the claims on government for wage and pension arrears, 

restitution, or war-related claims are transferred from the current institutions to a settlement 
mechanism to be established. This approach would drastically reduce enterprise debts and 
remove bank liabilities (up to a point) from the balance sheet, substantially cleaning enterprises 
and banks. In diis frunewofk, a clear pi e fe r e nce should be given to rapid privatization 
schemes. 

Bank and financial sector reform issues. Reviving the banking system will be key to a 
speedy restoration of economic activity in Bosnia and Herzegovina. The banking system has 
been reduced to an agent for the execution of payments within a very unsatisfactory 
mechanisiii. The banking system's intermediary role and its corporate governance role have 
basically come to a standstill. Banks not only suffer from portfolio deterioration due to 
enterprise loan servicing difficulties, but they also carry a considerable burden as a 
consequence of the disorderly breakup of the former Yugoslavia. Frozen foreign exchange 
deposits and claims on the former central bank of Yugoslavia have to be separated from their 
existiqg balance sheet and die latter dealt with widiin negotiations between sovereign nations. 
As for bad loans, Bosnia's extreme circumstance may make collection a hopeless endeavw. 
Therefoce, ifai^ too should be removed from banks' balance sheets. 

There is one positive element to restructuring: unlike the rest of Central and Eastern 
Europe, the former Yugoslavia long had a functioning decentralized commercial banking 
system, so tee is no need to construct it from scratch. Ifowever, the pre-1990 banks 
suffered from severely deficient corporate governance structures, with major borrowers often 

acting as owners too. Such structures must be avoided at all costs if banks are to inq)ose hard 
budget constraints on troubled borrowers. Furthermore, legal frameworks, regulatory 
structures, and information systems are all essential and need to be either created or, where 
tb^ exist, adapted to die new environment. 

Banking regulation and supervision It is crucial that legal and siqiervisory frameworks 
consistent with modem banking regulations be established and supervisory capacity developed 
early on. Reform experience in other Central and Eastern European countries has 
demonstrated that if financially restructured banks stay under direct government ownership for 
too kmg, or if efifisdive regulatory and supervisory framewoiks are not put into practice, it is 
higUy likely Oat bank losses will recur and die go ve ram e m will have to uitervene again. An 
active drive to privatize or liquidate the restructured banks as well as regulatory and 
supervisory strengthening should therefore be the key priorities for banking reform. 
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Medium-Term Prospects and Fimmcing Requirments 

Considerable external financing is needed to normalize Bosnia and Herz^ovina's 
relatioBs widi external creditors, as well as to cover the reconstruction requixements. This 
normalization involves both the clearance of outstanding arrears as well as the restructuring of 
the remaining debt. A strategy to resolve the debt problem should seek immediate relief on 
debt service obligations, as well as a permanent reduction of total indebtedness, thereby 
allowing the economy to function on its own over the short and medium term. Cash flow 
relief from external donors is particularly vaaportaat to ensure a significant positive transfer 
into the country during die recovery and to reduce the debt service burden to a reasonable 
level. However, without a comprehensive debt workout, including a substantial net present 
value reduction on consolidated debt service with Paris Club creditors and substantial debt 
Stock reduction with London Club creditors, it is not likely that Bosnia and Herzegovina will 
return to a creditwortl^ status for some time, reducing any chance that private capital will be 
fimfaonning to rq>lace aid and become a significant source of capital inflow for econnnic 
growdi and employment generation. 

Given the uncertainty of the situation, any macroeconomic scenario must be seen as 
tentative, and essentially an illustration of the possible evolution of the economy under certain 
assumptions including the political envixomient, octemal financmg, economic policies, 
institution building and the implementation of the reconstruction program. Recovery in the 
agriculture and service sectors, and starting up of housing and infrastructure reconstruction, 
coupled with significant inflow of donor assistance are expected to improve Bosnia and 
Herzegovina's GDP substantially in 1996, provided that good policies are followed and 
institution-building efforts proceed well. Further improvement in economic performance will 
dq>end a strong economic reform program, effective strengthening of institutiQnal capacity for 
economic management, continued strong international financial and governmental assistance, 
including favorable Paris and London debt deals, and, of course, continued progress of the 
peace process. Only if these conditions are maintained on a sustained basis is it possible to 
project continued vigorous economic recovery of, say, 10 percent a year for the rest of the 
decade. But even under this optimistic scmario, ODP per capita and expom would recover to 
only about two-thuds of their prewar level by the year 2000. 

Coaduaoa 

An extraordinary effort will be required of the people of Bosnia and Herzegovina and 
its govomment in die postwar rebuilding cS their couittry. Viable institutional arrangements 
for economic mana^ment need to be swiftly established. The economy has to be revived 

speedily to create jobs and to accommodate rising expectations while macroeconomic stability 
is maintained. A great deal of financial assistance by the international community will be 
required to support reconstruction, implement stabilization and structural reform measures, 
and normalize international financial relations. Donors are urged to join togedier to make 
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every effort to supprat Bosnia and Herzegovina in ibt process of reconstruction, and to work 
with die Bosnians to develop speedy and creative programs to support this immense 

undertaking. There will be risks in the process. Even with strong external support, the 
process of reintegration will not be easy, and the international community must be aware of 
the difficulties that lie ahead. But without a concerted effort, there can be no hope for 
recovery and a durable peace, and Boraia will remain troubled and potentially unstable, and 
bliglit die p ro ap ects for a ftmue of peace and economic progress for all countries in die Balkan 
r^ion. 



I. BACKGROUND AND RECENT DEVELOPMENTS 



The disintegration of the Socialist Federal Republic of Yugoslavia near the end of 1991 
led to dramatic political and economic developments that radically altered all aspects of life in 
Bosnia and Herzegovina. These developments can be divided into three phases. The fu'st 
phase began with the oiiflneak of war in May 1992 and ended with the Washiiiglon Agreement 
in March 1994, laaildng the cessation of hostilities between Bosniac and Croat forces, the 
establishment of the Bosniac-Croat Federation, and the consolidation of the Serb Republic. 
The second phase covered the period until the conclusion of the Dayton-Paris Peace Talks in 
November 1995. Although hostilities were still ongoing during this phase, it was also marked 
by initial efforts to build the Federation and the beginnings of economic recovery. The third 
phase covers the period smoe die signing of die Dayton-Paris Peace ^reement in December 
1995. The Peace Agreement establishes a framework for rebuilding a multicultural, pluralistic 
society in Bosnia and Hozegovina, involving various military, political, and institu^nal 
aspects. 

Descent faito War and Eomamlc Collapse 

Following a decade of mounting internal tensions that started in early 1980s, the 
disintegration of the former Yugoslavia accelerated with the secession of Slovenia and Croatia. 
Both countries declared their independence in 1991 and were subsequently recognized by the 
international communiQ' as independent states. Discussions on the sovereignty of Bosnia and 
Heiz^ovina between its three regicmally-based political parties— die Party fbr Democratic 
Action, the Croat Democratic Community, and the Serb Democratic Party — began shordy 
after the first free elections in Yugoslavia in November 1990. Bosniac and Croat politicians 
supported the principle of Bosnian sovereignty; Serb leaders opposed it. In November 1991, 
the European Union's Badinter Commission indicated that the Republic of Bosnia and 
Herz^ovma satisfied the neoessaiy conditions for being recognized as an hidqiendnit republic 
by the European Union, provided that die desire for indqiendence was confirmed by popuhu: 
referendum. This referendimi was held on March 1, 1992. The two-thirds of the adult 
population that voted almost unanimously favored independence. The other, nonvoting third 
of the population, however, largely comprised the Bosnian Serbs, many of whom had decided 
to boycott the referendum. 

Bosnia and Herzegovina was recognized as an independent State by the mendier 
countries of the European Union and the United States and became a United Nations member 
under Security Council Resolution 755 on May 22, 1992 (box 1.1). The country's 
independence and territorial integrity were immediately challenged by local Serb militias and 
die Yuggshiv National Army, however. By the end of 1992, ahnost two-dunb of Bosnia and 
Hozegovhia's teiritoiy was occnpied by lebd Seib forces. In die spring of 1993 fightiqg 
broke out between die allied Bosnian Croat and Bosniac groups. A partial political settlement 
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was reached on February 25, 1994, when a cease-fire was declared by the Bosniac and 
Bosnian Croat forces, followed by the Washington agreements of March 1994. 



Box 1.1 Territory and population 

Bosnia and Herzegovina lies on the Balkan Peninsula, bounded on the north, west, and south by 
the Republic of Croatia and on the east by the Federal Republic of Yugoslavia. It comprises a territory of 
51,129 square kilometers, making it about one and a half times the size of Belgium. The prewar 
popularion was 4,366,000 people. Bosniacs, who comprised 43.7 percent of the population in 1991, are 
majority Muslims. Serbs (31.4 percent of the population) largely belong to the Serbian Orthodox Church. 
Croats (17.3 percent of the population) belong to die Roman Catholic Church. The remaining 7.6 
percent of the populadon declared themselves Yugoslavs or other nationalities in the 1991 Census. 

Mountains traverse much of the country. Extensions of the Dinaric Alps form its western border 
with Croatia and cross its northern part. The southwestern part lies within the Kars, a barren limestone 
plateau broken by depressions and ridges. While much of the northern and central portions of the country 
are heavily forested, the south has flat regions of fertile soil that are used as farmland. The country has 
about 20 kilometers of coastline along the Adriatic Sea but no major port. Its maritime trade has been 
mainly chaiuieled through the port of Ploce in Croatia. Natural resources include timber, coal, salt, 
manganese, silver, lead, iron ore, and copper. 

Sarajevo, the historic capital of Bosnia and Herzegovina, has for centuries been a vibrant cultural 
and economic center where Muslim, Catholic, Orthodox, and Jewish communities have coexisted in 
peace, intermarried, and shared a sense of pride in dieir city, generally recognized as one of die most 
beautiful in southwestern Europe. Today, the city is reunited but has suffered considerable damage and 
lost much of its original diversity. 



The Federation Is Formed and the Serb Republic Is Consolidated 

The Washington Agreements of March 1994 led to the formation of the Federation of 
Bosnia and Herzegovina, whose Constitution organizes the territories with a majority of 
Bosniac and Bosnian Croat populations into cantons as federal units. The territories with a 
predominantly Serb population established a separate Entity, the Serb Republic, with 
government headquarters in Pale and Banja Luka. Among other things, the Federation 
Constitution outlines the division of responsibilities between the Federation government and 
the cantons and municipalities, as well as the assignment of some taxes. Except for the 
responsibilities that were subsequently elevated to the State government, this division of 
responsibilities was largely confumed by the State Constimtion agreed under the Dayton-Paris 
Peace Agreement. 
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The implementation of the new Federation arrangements, however, has been slow. 
Trade relations between both parts of the Federation have resumed, some major utilities were 
rehabilitated with external assistance, and the European Union (EU) initiated its administration 
of Mostar. But many important decisions on tax and spending assignments within the 
Federation have not been made. Also, the unification of various Federation institutions called 
for under the Constitution (such as customs and tax administrations and the process of forming 
the new cantons) have been slow at best. By March 1996, only two cantonal units had a 
cantonal assembly, a governor, and a draft budget; no significant progress was made in 
establishing a truly unified Federation Customs Administration; and payments systems were 
linked only through primitive arrangements. In part, the unplementation of these agreements 
was hampered by continued displacements of the population on account of ongoing hostilities 
with the Bosnian Serbs. Continuing distrust between Bosnian Croats and Bosniacs, especially 
in Mostar, has also played a role. 

Still, the economic situation in the Federation began to improve noticeably after mid- 
1994, reflecting both more stable macroeconomic conditions and the cessation of hostilities 
between the members of the Federation. The hyperinflation experienced in the Bosniac 
majority area was halted with the adoption of a successfiil stabilization program in July 1994. 
The retail price index fell by 40 percent during 1995, with a sharp decline in traded goods 
prices but a large increase in the price index of domestic services. Production indicators in 
most economic subsectors increased by 200-600 percent in 1995 relative to 1994. 



Box 1.2 The prewar economy 

The former Yugoslavia's economy grew by an average of 5.5 percent a year from 1960-90. 
Though this rising prosperity was broadly shared in the 1980s, Bosnia and Herzegovina remained one of 
the poorer republics in the former Yugoslavia. Its GDP reached $8.3 billion, or around $1,900 per 
capita, in 1990 — considerably below the $6,500 of Slovenia but more than Macedonia's $1,400. The 
economy was more open and market-oriented than other socialist economies; it had a highly educated 
labor force, and more than half its export products were sold to Western markets for hard currency. 

The economy was fairly diversified, with a large industrial base and a highly capable 
entrepreneurial class that produced complex goods such as aircraft and machine tools. More than half of 
output and employment was generated by the industrial sector, which concentrated in the energy and raw 
material producing sectors (especially electricity generation, wood production, coal and bauxite mining, 
and coke production), as well as textiles, leather, footwear, and machinery and electrical equipment. In 
the service sector, Bosnia and Herzegovina developed a strong capacity in civil engineering. Almost 500 
engineering and construction companies operated out of Bosnia and Herzegovina before the war, 
generating roughly 7 percent of GDP. 
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The economic situation also started to improve in the Serb Republic after March 1994, 
once tbe Fedetal Republic of Yitgoslavia adopted a stabUizatkm program involving a fixed 
eaccliaiige nie p(di(7 and strict siqiportiog ptdicte In August 

1994, however, the Serb Rq[Niblic*8 economy suffered a major setback when Yugoslavia 
joined other nations in imposing sanctions mandated by the United Nations. These sanctions 
included an embargo on external trade, a cutoff of telecommunications, the freezing of 
fmancial accounts and assets of the Serb Republic in Yugoslavia, and tight restrictions on 
border crossings. Tbe Serb Republic responded by tightening conbx>l of expenditures, raising 
tax rates and improving collections, and directing credit and supplies to maintain a minitmiin 
of domestic production. Because direct domestic and external borrowing were not avaiUUe, 
fiscal accounts were balanced on a cash basis, though there was substantial aocumulatiim of 
arrears. 

The Dayton-Paris Peace Agreement 

Armed hostilities between the Federation and the Serb Republic came to an end with a 
cease-fire agreement in October 1995 that led to the peace agreement initialed in Dayton on 
November 21, 1995, and signed in Paris on December 14, 1995. The agreement establishes 
an institutional framework for rebuilding the country. Under the agreement, Bosnia and 
Etez^ovina is an internationally recognized Stale coiqirising two Entities: the Federation of 
Bosnia and £tetzegovina and the Serb Republic. The Federation is divided into cantons. The 
Federation, comprising the Bosniac majority and Croat majority areas as well as some mixed 
cantons, accounts for 51 percent of the territory of Bosnia and Herzegovina. The Serb 
Republic, comprising the Serb majority area and the other 49 percent of the state's territory 
(wbi a population of about one millioa persons), remains or g ani z ed in a unitary, centralized 
fruhion, witii tiie Bntify-level government dealing directiy wid& tiie munidpalities (box 1.3). 

Under the Dayton-Paris Constitution, the State government of Bosnia and Herzegovina 
will be responsible mainly for foreign policy, foreign trade, customs and immigration policy, 
monetary policy, and matters of inter-Entity concern, such as air traffic control. All other 
responsibilities belong to tiie governments of each Entity or to the cantonal and niunicq»al 
governments beneath them. The comptete establishment and operation of tiie Fedeiatifm 
government, as well as of tiie canton governments, are essential elements of tiie Dayton-Paris 
Agreement. 

The main State-level governmental institutions of Bosnia and Herzegovina are: 

• A bicameral kgldature consisting of a fifteen-person House of Peoples selected 

from the two Entity legislatures and a forty-two-person House of 
Representatives directly elected from each Entity. Two-thirds of each House 
will come from the Federation and one-third from the Serb Republic. 
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• An executive branch whose highest powers reside in a three-person presidency 
(one to be directly elected by the Serb Republic and two by the Federation) and 
a Council of Ministers, which cover responsibilities described above. 

• A judiciary branch whose highest powers reside in a constitutional court that 
decides constitutional disputes (including those on appeal from Entity courts). 

• A central bank, organized as a currency board and led by a governing board 
consisting of one governor and three other members (to be appointed by the 
presidency at the recommendation of the International Monetary Fund), that 
determines monetary policy. All elected and appointed offices entail procedures 
that aim to ensure balanced Bosniac, Croat, and Serb representation. Until 
elections are held in September 1996, the Peace Agreement confirms the 
authority of existing governments, whose offices and institutions will continue 
to function as long as their laws and procedures do not conflict with the State 
Constitution. 

Box 1 .3 The constitutional division of government responsibilities 

Under the Constitution, major government responsibilities are divided among the four levels of government. 

The State govemmeni has exclusive responsibility for foreign policy, foreign trade policy, customs policy, 
monetary policy, immigration and asylum policies, air traffic control, payment of international financial obligations 
incurred with the consent of both Entities, and inter-Entity transport, communications, and law enforcement. The State 
government has no independent revenue sources and will finance its activities entirely from transfers from the two 
Entities — two-thirds from the Federation and one-third from the Serb Republic — that should cover the budget approved 
by the State Parliament. The State may also eventually control any new revenue sources that are specified by Parliament 
in the future. 

The Entity govemmenis will each have exclusive responsibility in their territories over defense ( there are 
currently three armies: one in the Serb Republic, and two in the Federation, one Bosnian-Croat and one Bosniac, but 
supposed to have one head for defense in the Federation ), internal affairs (including police), environmental policies, 
economic and social sector policies (such as agriculture, industry, and health), refugees and displaced persons, 
reconstruction programs and justice, tax, and customs administration. To carry out these responsibilities, each Entity will 
be given ownership of the customs duties and excise taxes collected in its territory. 

The canton governments — in the case of the Federation — are responsible for all other matters not granted 
explicitly to the Entity governments. These include education, culture, housing, public services, local land use, and social 
transfer expendimres. Each canton is authorized by the federal constitution to delegate its responsibilities to the 
municipalities in its territory. To finance these activities, die cantons are given ownership of sales, income, and property 
taxes, as well as of the fees charged for public services. 

The mimicipal governments are granted "self-rule on local matters", including all responsibilities delegated to 
them by the canton. In the case of municipalities with a majority population that is different from that of the canton as a 
w^iole, the canton must delegate all responsibihties described in the preceding paragraph to the municipal government. 
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Much has happened in Bosnia and Herzegovina since the signing of the Dayton-Paris 
Peace Agreement in Paris on December 14, 1995. Compliance with the military aspects of the 
Agreement has been good. Despite initial difficulties and inclement winter conditions, 
NATO's ImploiieDtatioii Foroes troops were <lq>loyed on the ground. The withdrawal of the 
three parties* foroes bdiind a zone of sqparatkm took place close to schedule, as did the 
removal of heavy weapons. Most of pnaoaexs have been exchanged and the demobilization of 
soldiers is under way. 

Progress has been slower on the civilian side. This is to be expected given the 
complexity of ibc tsaks to be achieved: the organizatimi of free and fidr elections, fnotection of 
human rights, establishment of a fair and effective police force, building of democratic and 
multiethnic institutions, return of displaced persom and refugees, and provision of 
humanitarian and reconstruction assistance. 

The preparatifm for free and fsir elections is vaada way mider tihe supervision of ibe 
Organization for Security and Cooperation in Europe. The United Nations Hig|i 
Commissioner for Refugees has drafted a detailed operational plan for Ae return of displaced 
persons and refugees. The first steps in the establishment of democratic instimtions were 
taken on January 30, when a new government was formed for the State of Bosnia and 
Herzegovina. A few days later new governments for the Federation and the Serb Republic 
were announced. Humanitarian assisbmce contimies, and die reconstruction and economic 
recovery progr a m is under way. To coordmate and focOitate these civilian aspects of tbc peace 
accords as mandated imder the peace agreement, the Office of the High Rqireseitfative has 
been set up. Under this office a Joint Civilian Commission - comprismg representatives from 
the State government and the governments of the Federation and Serb Republic, the 
Inq)lementation Forces' commander, and key agencies working in Bosnia and Herzegovina — 
has met regularly to ensure progress on hnplementation. 

More important, the daily lives of the Bosnian people have been substantially improved 
by the implementation of the Peace Agreement. Children who were kept indoors during 
Sarajevo's long years of siege can now begin to have hope of a normal childhood. People who 
have seen noddog but food aid packaged up to thirty years ago now enjoy real meals. Sanyevo 
is no longer under siege. Water, electricity, and heat have been restored in many 
commimities. Roads are opening and markets are functioning. Supplies of essential goods are 
flowing more freely, resulting in prices falling from the astronomical levels they reached 
during the war. Freedom of movement is improving and the daily fear of snipers lias subsided. 

The Dayton-Paris Peace Agreement ended Europe's most destructive war in the past 
fifty years (bm 1.4). The agreement is die first step toward reintegration and reconsttuction 

for Bosnia and Herzegovina, a task whose outcome could cement or shatter the fragile peace. 
The positive conclusion of the Peace Talks and the cessation of hostilities have placed the need 
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for economic recovery onto center stage. In this regard Bosnia and Herz^ovina faces three 
major challeiiges: 

• Of panmount iflqxHtaiioe is the leconsttuctkm and lecovoy firam the damages of war. 

Hundreds of thousands of persons were killed or wounded aiul about 3.4 million of the piewar 

population is displaced, either domestically or abroad. Refugees need to be resettled and 
soldiers demobilized. Also, bridges, roads, housing, and water and sewerage facilities need to 
be repaired and public services restored. This will require a massive and well-coordinated 
assistanoe effint to pievrat waste and delays. 

• Second, government institutions for macroeconomic management must be developed. 
Institutions at all levels of government need to be designed and established according to the 
blueprints laid out in the Dayton-Paris Agreement. Some institutions already exist or can be 
easily re-created, while others will have to be created from scratch. 

• Thiid, there is the unfmished transition to a market economy. The war interrupted the 
process of economic transformation that had already begun elsewhere in Central and Eastern 
Europe and in other parts of the former Yugoslavia. It is important to con^lete this process in 
order to form the basis for sustained growth. 

bi the sections that follow each of these challenges is addressed in turn. 
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Box 1.4 Principal elements of the Dayton-Paris Peace Agreement 

Constitutional aspects. Bosnia and Herzegovina is a single sovereign State consisting of two Entities, the Federation of 
Bosnia and Herzegovina and the Serb Republic. The parties have agreed to a Constitution that calls for effective State 
institutions, including a presidency, a bicameral legislature, and a constitutional court. The country will have a central bank 
with a single currency. 

Territorial aspects. The Federation will administer 51 percent of the country's territory. Sarajevo will be reunified within 
the Federation. The city will be open to all people of the country — all checkpoints will be removed and all closed bridges 
reopened. Gorazde will remain secure and accessible, linked to the Federation by a secure land corridor. The status of 
Brcko will be determined by arbitration in 19%. The Serb Republic will administer the remaining 49 percent of the 
country's territory. 

Electoral aspects. Free and democratic elections will be held within six to nine months of the Agreement for the presidency 
and legislature of Bosnia and Herzegovina, for the presidency and legislature of the two Entities, and, if feasible, for local 
offices. All persons eighteen years or older listed on the 1991 census of Bosnia and Herzegovina are eligible to vote. 
Refugees and persons displaced by the conflict will have the right to vote in their original places of residence unless they 
choose to vote elsewhere. 

War crimes tribunal. The Federal Republic of Yugoslavia, Croatia, and Bosnia and Herzegovina agree to cooperate fully 
with the international investigation of war crimes and violations of international humanitarian law. The new constitution 
obligates the authorities in both Entities to comply with the orders of the war crimes tribunal. Indicted war criminals who 
refuse the tribunal's orders are prohibited firom holding appointed or elected office in Bosnia and Herzegovina. A sanction 
suspension resolution subsequendy introduced by the United Nations Security Council stipulates that compliance with the 
tribunal's orders is an essential element of the peace agreement. 

Human rights aspects. All parties in Bosnia and Herzegovina agree to respect the highest level of recognized human rights, 
to grant human rights monitors unrestricted access to their territory, to cooperate with the International Committee of the 
Red Cross in the search for missing persons, and to release all persons detained during the conflict. A human rights 
commission has been created, with a human rights ombudsman who has the authority to investigate and act on human rights 
violations. 

Military aspects. The Agreement obligates the parties to withdraw their forces behind an agreed cease-fire Une within thirty 
days and establishes demilitarized zones of separation on both sides of the line. It provides for confidence-building 
measures, including the withdrawal of heavy weapons and forces to barracks and restrictions on military deployments. The 
Agreement provides for the creation of a peace implementation force under the command of NATO and with a grant of 
authority from the United Nations. The force will monitor and enforce compliance with the military aspects of the 
settlement, including the cease-fire and separation of forces. All parties are committed to full cooperation widi the force, 
which will have unimpeded freedom of movement in Bosnia and Herzegovina. 

Police aspects. The Agreement includes a request by the parties to the United Nations to establish an International Police 
Task Force to train and advise local law enforcement personnel and monitor law enforcement activities, facilities, and 
proceedings. 

Civilian aspects. The Agreement includes a request for the designation of a High Representative to facihtate civilian aspects 
of implementation of the Peace Agreement, such as providing humanitarian aid, facilitating economic reconstruction, 
promoting human rights, and holding free elections. The High Representative will chair a Joint Civilian Commission (JCC) 
that includes political representatives of the parties, the implementation forces' commander, and representatives of civilian 
organizations. 

Public Corporations. The Agreement mandates the establishment of "a Commission on Public Corporations to examine 
establishing Bosnia and Herzegovina Public Corporations to operate joint public facilities, such as those for the operation 
of utility, energy, postal and communication facilities for die benefit of both Entities. The Commission shall examine in 
particular the appropriate internal strucmre for such Corporations and conditions to ensure their successful, permanent 
operations". 
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n. TOWARD RECONSTRUCTION AND RECOVERY 



Economic reconstruction and recovery is an urgent necessity in Bosnia and 
Herzegovina — per capita GDP has fallen by three-quarters, from $1900 in 1990 to $500 in 
1995, and living conditions have declined drastically. Generating employment for the millions 
of returning refugees, displaced persons and demobilized soldiers will be on the critical path to 
peace and eccmomic recoveiy. Expenasot from countries similarly afflicted by war shows that 
economic recovery can proceed quickly if a number (tf conditions are satisfied. These 
conditions include: (i) a stable macroeconomic environment; (ii) a transparent and enabling 
legal and regulatory framework, effectively enforced by effective government and other 
institutions and good governance at all levels; and (iii) sufficient international assistance, 
ofificial and private, dumnded tluough good organizatioD and comdinatiom mrrhaiwsms. 
Gomair^ grew by about 30 percent in die first year after World War II; LdMOxm by an 
astonishing 40 percent in 1992, the first fidl year of peace. Private investment can also play a 
large role if basic infrastructure and government services are restored and macroeconomic and 
legal frameworks are well maintained and if the threat of war is truly over. There are, of 
course, numerous coimtries that have failed to revive their economies in a postwar 
environment. While diere are always specific political and social reasons associated widi 
economic failure, the absence of the conditicnis listed above goes a long way toward explaining 
economic collapse in these countries. In the context of Bosnia, a major effort will be needed, 
internally, for establishing and strengthening institutions at all levels of government and 
ensuring good governance, establishing an enabling legal framework, and, externally, for 
securing, and making best use of, international assistance required to fund die reconstruction 
program. 

In the initial stage of recovery, major sources of growth will have to come from 
reconstruction-related activities, since domestic market and export capacities are both limited. 
Because significant resources will be provided by donors diuring the initial stage of economic 
recovery, a key issue is Vot design of die aid sdiemes. The most important objective is to 
avoid any n^dive effects of assistance, however well intended, on domestic recovery. 
Particularly critical concerns include the use of local persoimel and ccHUpanies in 
reconstruction projects and the implications of the food aid for agriculmral recovery. Equally 
important during this initial stage is the early adoption by the government authorities of a set 
of measures diat can hnmediately facilitate the startup of economic activities. These include 
measures that promote internal (inter-Entity and intra-Entity, in die case of the Fdleration) and 
external tiade and help immediately reactivate functioning productive assets. Maintaining 
sound macroeconomic policies in the face of a large inflow of foreign exchange presents a 
particular problem, and the dynamics of price and real exchaiige rates movement should be 
well understood and taken into account in policy formulation. 
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MeMuriog tlie Damage and Quantifyii^ the Re cffl Mfrnction Fragnun 

The war in Bosnia and Herzegovina wrought extensive human and physical 
devastttkm. The most camnKm measures of ovaall danuge refer to die numiber of lives lost 
and pmons wounded, or to the rq)lacenirat value of destroyed i^ysical assets and 

infrastiuctnre. In terms of human losses, Bosnia and Itoz^vina's total population in tibe 
1991 census was 4.39 million people. Since then about one million have left the country, 
while 200,000 — 300,000 have entered the State as refugees from other countries. 
Furthermore, some 250,000 are thought to have died or are missing. This leaves a net 
population in Bosnia and Herzegovina of about 3.4 million persons, or 23 percent less dian in 
1991 (about 2.3 million people are located in the Federation, wbakt 1.2 million people in die 
Sob Rqaiblic). In terms of physical losses, the government estimates the overall damages 
from the war at $50 — $70 billion. The economic replacement cost of the destroyed assets is 
huge; according to initial World Bank staff estimates it lies in the range of $15 — $20 billion. ' 

No simple esthnales of p^ical damages can capture tbt human suffering and loss of 
hrephweable works of art and cultural hmdmarks caused by the war. Nonetibetess, these 

estimates illustrate the magnitude of die reconslructidn and reconciliation task that lies ahead. 
Bosnia and Herzegovina's economy must increase more than threefold just to regain the level 
of output that it once attained. No other country in Central and Eastern Europe has 
experienced such a massive economic collapse since World War II. The most severely 
afBided transition economies have exhibited cundative ODP decUnes on the oider of 30 
percent (Bulgaria, Romama, Slovakia) to 40 percent (Albania. Macedonia), and SO percent 
(die USSIQ. Bomia and Herz^jovina, on die odier hand, eqierienoed a 7S percent drop in 
GDP. 

Working with the government, the EU, and other agencies, the World Bank has 
idendfied a basic reconstruction program with an external financing requhement of $5.1 
billion over dnee to four years. This program is based on an assessment of the critical needs to 
get the recovery under way. It does not pretend to restore all the infrastrucmre damaged 
during the war; doing so would cost several times more. Rather, the goal is to sufficiently 
jump-start the recovery process to initiate a significant flow of domestic production, jobs, and 
incomes that, in turn, generates domestic resources that can be chamwled toward die 
reoonstmction effort and permit the country to be gradually weaned from its dqwndeace on 
foreign aid. A key issue here is die domestic absoipdon capacity for digesting the anticipated 
flow of intnnational assistonoe under diis program. Clearly, ^ better the absorptive 



Bosnia and Herzegovina had a GDP of about $8-9 billion before the war. Assuming a capital output ratio 
of four to five, total prewar capital stock was $30-40 billkm. Since nearly half of tbe capital stock is 
wrtnurtwl to hnt been destroyed, the damage is preiamed tai die range of $lS-20 billion. Tlie 
government's estimates of war damages include not only physical destruction, but also the capitalized 
value of (i) unpaid wage and penuon arrears since die war befm; (u) die capitaliwd value of dainu on 
die ndi aa fponn Ibnifa eadnoge deposita kM 10 eidiHis 
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capacity, the more international resources, either public or private, are likely to flow into the 
country. 

Priorities and Organizatioa of Recfmstnicticm 

The most important challenge for the economic recovery program will be to create 
employment opportunities for returning refugees, displaced persons, and demobilized soldiers. 
The program will focus on the reconstruction of transport, telecommunications, energy supply, 
and otiier infirastnicture severely damaged by the war, widiout which it is not possible to 
restart production and trade on any significant scale, and to repau* water, sewerage, and health 
facilities and improve the supply of food, without which there will be a continued threat to 
economic sufficiency and public health. Financing for this reconstruction program will have to 
come mostly from abroad. 

Getting such a major reconstruction program started and running smoodily is a task of 
enormous proportions and complexity. A well-coordinated effort by the government and the 
donor community will be required to deploy these resources, not only for effective targeting 
and efficiency in the use of resources but also for maximizing the impact on domestic 
economic recovery. The government's first step toward effective coordination should be to 
establish an instituticHial stracture tliat clearly d^nes xeqKmsibilities fiv eadi of tiie dtemenis 
in die reconstructikm program. Ckmsiderable progress has been made in settiQg vp viable 
coordination medianisms m the country since December 1995. In mid-Fdmiaiy 1996, Bosnia 
and Herzegovina created a "Reconstruction Cabinet" to help manage the priority 
reconstruction program. This cabinet consists of some 15 members, is chaired by the State 
Prime Minister, and includes members from both the Federation and Serb Republic at the 
prime minister and senior minisler level, aldiough participation by the Seib Rqniblic had not 
yet taken place lyy die end of March, 1996. The role of die Cabinet is to define needs and 
priorities for the reconstruction and establish and implement a strategy to mobilize needed 
resources. Similarly, the Federation established a Coordination Board and the Serb Republic a 
Reconstruction Agency to define the funding needs, and priorities of the reconstruction 
program at the Entity level. At the sectoral level, line ministries and agencies will be 
responsible, Arougb the establishment of projea m^lementation units, fbr the reconstniction 
unplementation in each sector. This arrangement maintaim clear leqxmsibility for key 
decision-making at the State and Entity levels, yet decentralizes sectoral implementation and 
helps to build up instimtions responsible for implementation. It should provide an effective 
institutional basis for internal coordination of the reconstruction program and unplementation 
capacity. 

For doDOfs, apart from finding an ^ective mechanism to coordinate among diemselves 

to maximize the impact of assistance and minimize the burden on the government, assistance 
also raises important domestic policy issues. Clearly, large-scale economic recovery will not 
take off if weak demand — resulting from low levels of domestic income and employment in 
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the aftermath of a devastating war— persists. One clear way to increase aggregate domestic 
demand is to use donor money so that it maximizes the employment of domestic companies 
and local eii4>loyees for reconstruction projects, large or small. In this respect it is fortunate 
tliat Bosnia and Herzegovina has excdlent engiiieaiiig and constructiQn capacity, bodi for 
dcnnestic and foreign projects, and that some of its main companies continued operations 
abroad during the war. Large projects can be designed and undertaken jointly by Bosnia and 
Herzegovina and foreign companies, while smaller projects should be left for local companies 
and employees. 

Emplcqniieiit Generation, Resettkment of RcAigees and Demobilization 

There are urgent needs for employment generation as well as housing needs to 
accommodate millions of remrning refugees, displaced persons, and demobilized soldiers. 
Reintegrating these groups of personnel into the economic system will enhance the country's 
production capacity by inoeasing the available pool of labor and skills. But diis potential will 
only be realized if th^ groiq>s are pcopaiy and timety reintegrated - a major challeqge in die 
post-war environment. At the same time, tiie resettlement of refugees and ex-soldiers places a 
significant burden on scarce resources available to the government and the donor community. 
Any scheme designed to facilitate the remrn of these groups of j>ersons should, therefore, 
avoid causing long-term dependency of these groups on government handouts. A particularly 
relevant issue with respect to deinobilization of soldiers ccnicems tbc Isgtl requirement for 
enterprises to take back those ex-soUiers in the entetinise from which they came, regardless of 
then: financial and employment situation. 

Microcredit and entrepreneurship support. Multi-faceted efforts will be required to 
address this aitical issue, la addition to pursuing a policy of employing as many as possible 
local personnel and local companies in the leconsliuction program, creative and divosified 
programs will be needed to address the employment imperative. Programs such as those that 
facilitate micro- and small business creation through credit extension, rural funds, technology 
transfer, information dissemination, and quick privatization of small and functioning assets of 
State enterprises via simplified mechanisms, can be of great importance for alleviating 
employment pressure as well as stimulating growth. In tiiis regard, a number of initiatives 
have already been takooi by donors m the Uut few monUis, sudb as titiose for lines of credit, 
rural fimds, and small businesses (see conqianicm vohmie for details.) 

Public works. A variety of public works programs for repairing buildings for schools 
and clinics, and maintaining bridges, roads, streets, urban sanitation, water systems, etc. can 
also be initiated to help alleviate enq)loyment pressure. Well-designed public works programs 
can contribute significantly to the reconstructicni program and at ifae san» time, address 

employment generation needs. Of course, there will be limits because of lack of fiscal 
resources. In this regard, retraining and outplacing programs for returned refugees and 
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demobilized soldiers can facilitate redeploying labor force. In addition, in designing schemes 
for demobilization, features such as iun^sum payments for housiAg repairs, small credit for 
trasiaess adivilies could be incoipofated into tfie progruns to help employmeiit genentkm. 

A donor-financed program of housing construction (and associated water supply and 
sitesVfacilities) would also help to stimulate local employment as well as help settle refugees, 
displaced persons, and demobilized soldiers. Such a program would help generate income and 
domes^ demand by increasing employment to si^ypcvt lecoveiy in productioB and 
distribution, and would contain domesticaUy financed fiscal outlays. Donor financing of 
bousing is also attractive in that it matches a temponxy program with a temporary source of 
income. Moreover, to the extent that financing housing in Bosnia and Herzegovina offsets the 
high costs associated with the housing of refugees in many EU countries, spending money on 
housing construction may in fact save donors money over the medium term. Of course, to 
leap the production- and income-generating effects of such an efSnrt, it is absohitely essential 
that extensive use is made of local labor. A major source of additional financing housing 
rqMir is private remittances eqiected from Bosnians living abroad. 

Food Aid and Social Security 

Most foreign aid to Bosnia and HerzQgovma has been channeled ui the form of direct 
government relief and handouts. This is eqiecially true in the case of food aid. As the 
economic recovery begins, however, the mechanisms for distributing foreign aid should be 
restructured to minimize any potentially negative effects on domestic production. 

Food Aid 

In 1995 domestic food production increased to nearly half the total food consumed in 
Bosnia and Herzegovina. The country was a net importer even before the war and is not 
expected to become fully self-sufficient in food production in the post-war environment: since 
most of its territory is hilty and not suited for agricuteural production, thus waiM be an 
faiefllcient allocation of resources. Still diere is significant room fca expanding domestic 
agricultural production before Bosnia and Herzegovina runs mto m^r productivity 
constraints. Moreover, the expansion of agricultural production is one area of economic 
activity with greatest potential for reviving very quickly. Emergency food aid programs could 
slow down the speed of recovery in domestic food production, to the extent that food is 
distributed fiee of charge to segments of the popohition tiiat could afford to purchase localty 
produced food. Now that peace is at hand, the focus of aid should shift from a twmMmifriMi 
toward a mainly reconstruction perspective. Programs that perform well during wars are often 
inappropriate during peace (see companion volume for discussion of these issues). 

To mitigate any negative effiects on domestic food production, attemative "**^Winm 
for channeling food aid should be considered. First, whenever possible, donors should 
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procure a significant share of their food aid from sources within Bosnia and Herzegovina, 
especially in sectors where the country has a proven capacity to be a reasonably competitive 
supplier of certain commodities, such as cereals, flour, and meat. Doing so would generate a 
"danandimll" for die agricultmal and agroprocessing secttxrs in tibose paits of die economy 
where still-intact £ann assets remain idle for lack of local purchasing power. Second, food aid 
should be sold rather than distributed free of charge. Members of society that require aid 
should be supported through targeted income transfers rather than through food handouts. 
This measure would also mitigate the negative impact of donated food imports on domestic 
agricultural production while generating revenues for the government budget and, possibly, 
savings in die adaainisttntive costs of food aid distrflwtion. Sudi a system could also improve 
die targeting of assistance to needy segments of die population as die social security system is 
reformed. Third, the quantities and types of food provided by donors should be monitored 
carefully and phased out as local agriculmral production recovers and commercial food 
imports develop. Albania successfully implemented such a program during 1993-95, and a 
similar program could be designed and implemented in Bosnia. 

A number of practical issues concerning the sale and distributkm of food need to be 

resolved. To begin with, an identification and transfer mechanism should be established to 
distribute food vouchers or cash to those in need of food support, such as displaced persons, 
refugees, orphans, and the disabled. The social assistance network that already exists in 
Bosnian and Herzegovina may be suited for this purpose. However, this initiative may require 
an initial cash ouday by die govemmrat QxMsibly widi donor assistance) to bring ftmds into 
circulation that pennit the subsequent monetization of food aid. As food aid bec(»nra 
monetized, private enterprises should engage in the procurement, distribution, and sale of 
food aid, while the government's role should be limited to coordination and monitoring 
activities. While the government authorities at the State and the Entity-levels clearly have a 
rote in coordinating widi exlanal donon and resolving intncantonal issues in food aid 
distribution, local govemments also need to be mvolved in the imptementation of the 
programs. The process could be envisioned as follows: Donors and the government, mostly 
likely the local authorities acting with approval from the State and the Federation or Serb 
Republic govemments, would auction donated food to local wholesalers. The cash proceeds 
from these sales would be transferred to different levels of the government, on the basis of 
foimulae agreed to in advance, to finaaoe targeted income support programs. Of coune. die 
most efficient medianism would be for donon to monedze food aid in world marioets and 
make the proceeds available in the form of balance of payments support to Bosnia. A 
technical assistance program to develop basic procedures and the administrative capacity to 
ensure an efficient and transparent distribution of aid may need to be implemented in parallel 
with donor assistance. 
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Social Assistance Mechanisms 

Aa intcgnl coBipoiiBiit of tbe eoonomic revival stralegy is to efiBciently deploy scarce 
resources to help Ac poor and socially disadvantaged. By 1995, about 80 percent of Bosnia 
and Herzegovina's population became at least partly dependent on emergency food aid for its 
survival. Since June 1992, this emergency assistance has been provided by government 
authorities in cooperation with the United Nations High Commission on Refugees and various 
nongovernmental organizations in the form of food packages designed to meet minimum 
consumption requimnenls. As tiie economy recovers, tte dqiendency ratio should gradually 
decline. For examfde, the authorities in the Federation project that the percentage of families 
requiring emergency assistance will fall to about 60 percent in 1996, 40 percent in 1997, 20 
percent in 1998, and less than 5 percent in 1999. Despite this rapid projected decline, a 
significant sliare of the population will continue to depend on assistance in the medium term. 
This means diat the phasing out of in-loBd emergency food aid programs, to be rqdaoed by 
monetized food aid, will require tibe establishment of targeted cash transfer mechanisms to 
avoid hardsh^. Taopoaiy programs are required until pension, unemployment, and social 
assistance systems are restarted. A first step in this direction has been taken with the 
establishment of an Emergency Social Fund to meet the essential consumption needs of the 
poorest households. This fund was established with World Bank support under an Emergency 
Recovery Project approved in Fdmiaiy 1996 and now imder implementation. 

Promodng Trade and Reacdvatkig Fimctkming Assets 

Promoting Trade by Linking Pigments Systems and Removing Internal Barriers 

The govetiHiieDt audxirities could also adopt additional measures to stimulate economic 
recovery. Removing toade barriers and expanding trade possibilities would be particularly 

beneficial to a private sector-based economic expansion. Currently, the existence of separate 
payments bureaus and separate customs administrations, even within the Federation part of the 
country, are major barriers to the movement of goods and services. Both barriers improve 
cumbersome procedures and costly delays on business transactions, raising the costs of trading 
and impeding recovery. These institutkxns should be unified widi die utmott qieed, 
particularly in tlie Federation. I^yments system unification, in particular, is part of die 
banking reform that will be required to inqprove banking services for business and is also 
integral to fiscal reform. 

Another major concern at the present time is die continued existence of imeniBl 
cbeckpomts across Bosnia and Heraegovma and widiin die Federation that inhibits fine and 

unmcumbered movements of goods and donor supplies. These internal checkpoints are 
supposed to be eliminated under the Dayton-Paris Agreement, but nonetheless continue to 
exist. Goods transported through these checkpoints are not only imposed imprompm "taxes" 
and fees, but also are often held up for extended periods. Strong and immediate actions are 
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needed by all authorities at all levels involved to remove these barriers, and a monitoring and 
enforcement mechanism, with international support, should be established to ensure these 
actions taken and no new barmrs establisted. Unification of custcnns and tax administration 
on the Federation side will immediately eliminate those imemal checkpoiBts in ^ Fedetation 
(see section m). 

Opening Trade Routes 

Bosnia and Herzegovina is essential^ hmdlocked. The small stieldi of Adriatic 
coastline is not suitable for a harbcv and is not connected to other transport hifrastmcture. 

The traditional route for maritime trade is through Ploce (in Croatia), and before the war, 
companies in Bosnia and Herzegovina invested heavily in Ploce's port facilities to serve their 
needs. Under the Washington Agreement, the Ploce port will be administered by the 
Federation for ninety-nine years and Croatia will allow the free flow of trade and people 
throu^ its territory, subject only to the usual transit fees. Given the importance of Ploce to 
trade, it is imperative that this Apeement be imptemeDted quickly and that a suitable ports 
administrator be named. Additional cranmerce routes from the northern and cenfral parts of 
Bosnia and Herzegovina to Croatian ports need to be e^^lored. Alternative routes would 
promote competition and thereby reduce transport costs. 

Trade Agreements and Export Credit Cover 

Bosnia and Herzegovina's access to international markets is hampered by the absence 
of trade agreements and the lack of any cover by export credit agencies. The signing of a free 
trade agreement with Croatia in 1994 is a positive step toward expanding the country's market 
access and should be inq)lanented without delay. The Eur(q)ean Unioa also ooukl move to 
provide p r eferenti al treatment for goods from Bosnia and Herzegovina before starting the time- 
consuming process of working out a comprehensive trade agreement. The absence of export 
insurance cover is particularly damaging at this stage. Even for traditional exports, such as 
construction services, suppliers from Bosnia and Herzegovina caimot obtain the compliance 
guarantees necessary for international bidding without placing a 100 percent back-to-back 
deposit with a fore^ bank. Regaining compreheoiive export faisuranoe coverage in OECD 
countries will depend on normalizhig rdadoDS widi other creditors. Still an interim a gr eem en t 
providing a minimal amoimt of acceptable guarantees not requiring back-to-back deposits 
would be highly desirable. One possible temporary solution might be for a friendly 
government to provide a contingent commitment tliat could serve as backing. Such an 
agreement would give more time for the design of a permanent solution to be in place once the 
initial reconstruction process is weU under way. 
Reactivadng FimctUming Assets 

The quick privatization of still-functioning but idle assets of State enterprises (trucks, 
machines, sheds) could be of great help in starting a private sector-led recovery. These assets 
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could be split off and sold through simple mechanisms by the enterprises themselves under, 
say, municipal supervision, similar to what has been tried in Albania, Croatia, and Russia. 
This effort would require moving away from any conylicated privatizatiffli schones, such as 
those diat have been implemented in odier rqnibUcs of the former Yugoslavia. 

Tbt Macroeconomics of Economic Recovery 

Bosnia and Hoz^ovina has beea remaricably successful in maintaining orderly 
macroec(Hiomic indicalKS deqiiie die war. This was achieved partly by close integration witb 

regions that had successfully stabilized (Croatia and to a lesser extent the Federal Republic of 
Yugoslavia) and partly through competent monetary stabilization. The move toward economic 
growth will be different from what has been observed elsewhere in Central and Eastern 
Europe; the inqietus for growth will clearly come from the reconstruction effort, not from 
exports, at least for die next two to three years. Thus the maooeconomics of transition will 
also be different. Contrary to, say, Poland, the overriding goal should not be export 
competitiveness, since a large reconstruction program will in itself provide the initial impetus 
for growth. Not until normal infrastructure has been brought back can a switch in growth 
strategy be considered. The key macroeconomic challenge is likely to be the management of 
the large inflows that will fuel the reconstruction effort and the careful focus on removing 
bottlenecks in this process in order to avoid undue price pressures and delays. 

Maintaining macroeconomic stability will be a key requirement for successful recovery 
and, if experience elsewhere in Eastern Europe is any guide, is a prerequisite to rather than an 
enemy of renewed growth. Two key problems are likely to emerge. The first is the threat of 
a reignition of inflation. The current board arrao^ment being put in place for the new 
central bank sends a good signal tiiat die process of instimtion-building will not interfere with 
monetary management. However, large expendimre needs and the fragile fiscal simation 
clearly threaten the fiscal support for the strict monetary policy envisaged under the currency 
board. Thus establishing a fiscal strucmre that allows for effective control of deficits at all 
levels of die govnnment is a key priority (Isnies in the design of new fiscal instilutims and 
arrangements are discussed in section m of diis rqxirt.) 

The second problem concerns the management of the exchange rate in an environment 
of reconstruction-driven construction efforts. Experience elsewhere suggests that such 
activities, once the initial slack in the sector is taken up, will exert strong upward pressure on 
die real exchange rate because much of die donand for domestic resources will be directed 
toward non-tradeables. Such appreciation is not a problem in itself: as long as the 
reconstruction effort continues, it is simply a reflection of market realities. There are two 
problems, however, one of which requires urgent attention; the other will emerge some years 
from now. 
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For reasons that are clear, a currency board has been chosen as the initial exchange 
rate arrangement. With institution building at such an early stage, the choice for a zero- 
discretion policy system is understandable. However, such an approach poses several 
problems. First, exdhange ime oises can occur even under a currency board arrangement. A 
current board offers less safety tban is ^nerally tbougfat* it is typically tun against base 
money, which provides complete safety against exchange of the currency slodc. However, the 
public can also withdraw deposits and attempt to change the resulting monies into foreign 
exchange. If that happens, the authorities have only two options if they anticipate that the flow 
will be too large: they can block the deposit withdrawal or refuse the exchange of money, that 
is, fbey can choose between a banking crisis or a foreign acchange oisis. Con4)lete sadfety is 
only possible if a current board is run against total stock of mon^ including dqxMits; 
however, this would effectively mean a shutdown of the banking itystraou because the latter 
would not be allowed to perform any intermediation function. Since such an extreme policy is 
clearly out of the question, the authorities need to be aware that the currency board provides 
only partial protection against currency crises. 

The secfMid problem widi a current board goes almost in the opposite direction. 

Under this regime, not only does the central bank lose any role in monetary policy, but it also 
can not provide any liquidity to the banking system. In normal times, this is a positive 
feature. But during a banking crisis, central bank intervention is often essential. Thus a 
currency board increases the vulnerability of the banking system and therefore requires more 
supervision and stricter bank regulation to limit risk ejqxMure. 

Finally, there is tbs problem of how, with a fixed nominal exchange rate, the pressure 
for real appreciation can be accommodated. There are two options: nominal revaluation or 
domestic inflation in excess of foreign inflation. Nominal revaluation is easy to implement but 
in a sense defeats the purpose of the currency board because it reintroduces discretion in the 
system. Domestic inflation m excess of fineign inflation reqiures cardiil judgment on when 
inflation is reflecting i nap propriate nxmetaty and fiscal pdicies raflier tbaa a justified real 
exchange rate adjustmrat. 

The same problem in reverse will emerge once the reconstruction effort nears 
ccm^letion or at least starts to slow down significantly. A real depreciati<m will tihen be called 
for, and diis is even harder to achieve witfi a currency board. Once again, real depreciation 

can be brought about through inflation differentials, but the currency board is pegging the 
dinar to the Deutsche mark, and German inflation is low. Depreciating will require lower 
inflation than Germany, clearly an impossible objective. 

In conclusion, lar^ uiflows of foreign exchange associated widi die reconstruction 
program will put strong upward pressure on die real exchange rate. Prices will likely go up. 

That in itself is not a problem; as long as die reconstruction effort continues, this is simply a 
reflection of market realities. Howevor, over time the exchange rate may become overvalued 
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and uncompetitive. Careful judgment is therefore needed on when inflation is reflecting 
inappropriate monetary and fiscal policies rather than being a justified real exchange rate 
adjustnieiit. Several measures can be taken to minimfeie the degree of real exchange xate 
i^ipreciation and its adverse consequences. Most inqKHtant in diis tegud is die elimination of 
domestic barriers to the free flow of goods and factw services, including labor, which in turn 
requires legal and administi:ative reform in trade management, labor marloets, and die financial 
sector. 
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m. BUUJ)ING A VIABLE STRUCTURE FOR ECONOMIC MANAGEMENT 



The peace agreement devolves most governmental responsibilities and the control over 
revenues from the State to the constiment Entities, that is, the Federation of Bosnia and 
Herzegovina and the Serb Republic. The agreements on decentralized structures for the State 
and the Federation — the Serb Republic remains centrally organized — ^are designed to eliminate 
major sources of conflict between the ethnic or religious groups living in the country while 
preserving the possibility for a pluralistic, nmltiGultiiral society to reemerge. However, as fbe 
fiuhire of the former Yugoslavia demonstrates, a decentralized structure is only viable if the 
country's national and inter-jurisdictional links are mutually beneficial, and this requires that 
the instimtional arrangements for macroeconomic control are maintained and instimtions are 
sufficiently strong to fulfill key responsibilities. Building a viable structure for economic 
numagement widiin the firamewock of liie peace agreement is therefore omenrial if Boom and 
Iferzegovina is to continue oa tbc road of reconstruction and prosperity. 

This effort will involve two tasks: rapidly building a core set of State and Federation 
institutions, with competent staff from all groups to establish credibility for the new structures 
and foster cooperative behavior, and clarifying fiscal arrangements between the State and its 
two constituent Entities, and between tiie Federation and cantons, inchiding die aM%timi»n» of 
revenue and ejqpenditure reqxHisibilities across levels of government and die establishment of 
intergovernmental revenue redistribution mechanisms. In this regard some fundamental issues, 
such as those concerning the tax system, will have to be sorted out early on. A tax such as a 
value-added tax cannot be implemented effectively if it is not imposed and collected at the 
national level. To lay the background for the discussions to follow, this chapter begins with a 
brief review of the evolution of monetary and fiscal systems and pdicies in Bosnia and 
Herzegovina following independence in 1991, then proceeds to examine these two 
challenges for building a viable structure for economic management. 

Evolution of Monetary and Fiscal Management between 1992-95 

The eomomic structure of the former Yugoslavia was characterized by a r^ional 
decentralization of its fiscal, monetary, financial, and enlefprise systems. Branches of each 
system, such as the central bank or the payments system, were present in each of the republics 
that formed Yugoslavia. While these republican branches were not separate, they were 
independent from one another and had significant discretionary powers relative to the central, 
or federal government. Key personnel for these institutions were always appointed by the 
rqpublican authorities. 
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Evolution of Monetary Policy and Institutions between 1992-95 

Monetary and bemldng deveU^mients in the Bosniac nuy'ority area. As part of tte 
former Yugoslavia's dinar area, Bosnia and Herzegovina was subject to die extremely lax 
monetary policies adopted by the Yugoslav central bank during 1989 and the early 1990s. 
When political independence was declared in March 1992, Bosnia and Herzegovina's 
Parliament adopted the same regulations that had applied before to the central and conmiercial 
banks. These regulations woe in effiect until January 1993, with the Sarajevo branch of die 
National Bank of Yugoslavia acting as tibe central bank. On January IS, 1993, die National 
Bank of Bosnia and Herzegovina (NBBH) was created as the central bank of the Republic, 
although its sphere of influence only comprised the Bosniac majority areas. The NBBH was 
given a certain degree of independence that strengthened over time. Its key responsibilities 
include maintaining currency stability, sufficient foreign reserves, and adequate liquidity for 
the economy. It is also in charge of licensing, regulating, and supervising die co mmerci al 
banks and other depository institutions (nondqiosit financial institutions are under the 
jurisdiction of the Finance Ministry). There are currently twenty-eight banks that report to the 
NBBH. The rapid depreciation of the dinar throughout 1993 and early 1994 led to the 
widespread use of the deutsche mark and the U.S. dollar, which became legal tender for all 
practical purposes. On August 14, 19S4, the NBBH introduced a currency reform, restricting 
die status of l^al tender to die new Bosnian dinar and, for some transactions, die deuts^ 
marlc. The new dinar was viewed as a transitional currency until peace and economic stability 
were restored. Political considerations would then argue for the introductioB of a single 
national currency. 

The new Bosnian dinar (BHD) is pegged to deutsche marie at a fixed exchange rate of 
BHD 100 deutsche mark. Omimercial banks audK»ized to carry out foreign exchange 
transactions are not subject to surrender requirements on current transactions if the client has 
proof of having paid all tax obligations. Banks are free to operate in the currency market with 
their own funds. Throughout the Bosniac majority territory, the marlcet exchange rate has 
been roughly in line widi die official rate, except on a temporary basis in eadaves afflided by 
restrictions on movemCTt. To support diis fixed exchange rate poli^, die oeotral gova a m e M t 
adopted a policy of balancing the budget on a cash basis, requiring no financing from the 
NBBH. Since the second half of 1994, the bank has limited the expansion of base money to 
whatever piirchases of foreign exchange it could effect in the market. This strategy stabilized 
the current^ and allowed an accumulation of some $74 million in gross reserves by the end of 
1994. 

The NBBH sets reserve requirements on dinar-denominated deposits using a system 
developed by the former National Bank of Yugoslavia that takes into account the liquidity of 
each deposit and a bank's history of credit expansion. The average required reserve ratio is 
cunendy 14 percent. Interest is paid on reqitired bank reserves at die rate of 2.S percent a 
month, rising to 3 praceot for excess reserves. Banks have access to a sbort-^erm disoount 
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window for up to 80 percent of their required reserves but are charged a monthly interest rate 
of 10 percent. Banks also have access to NBBH resources through a selective credit facility. 
This facility is meant to support economic recovery with credits targeted at the food and 
ejqwrt sectcMTS. Through diis fiiciUly coomiacial banks 

loans granted to fliese preferred sectors at a rate of 3 percent a month, but with a maxmnim 

spread of 1 percentage point. The demand for this selective credit facility has been extremely 
limited. The discount rate on selective credits, however, plays a role in controlling market 
interest rates, which cannot exceed the discount rate by more than 50 percent. The discount 
rate is adjusted to the inflation rate: it was ledooed from 40 percent a mondi in June 1994 to 
20 percent in Deoeniber 1994, to 3 — 5 percent in June 1995. Dmar-denraninated maricet 
mterest rates have followed a sunilar decline. 

Monetary and banking developments in the Croat majority area. The Bosnia dinar was 
never accepted as legal or practical tender in the Croat majority area. Instead, the Croatian 
kuna was adopted, but no sqpaiate oratral bank has been established. Nine new comiBetcial 
banks were established m the Croat majority areas; diey reported to the Ministry of Finanoe of 
the local authorities based in Mostar. Upon their establishment, these banks were for all 
intents and purposes part of the Croatian banking system. When the local authorities realized 
that net savings were flowing out of the region, they imposed tight restrictions on financial 
flows with the Croatian banking system. However, the payments system remained linked with 
the Croatian banking system. Tlie deutscbe mark, U.S. dollar, and Croatian kuaa were 
declared legal tender, and full convertibility existed between all duee currsocies. Reserve 
requirements for commercial banks were set at 40 percent, witib reserves having to be kqat 
eidier with the payment bureau or in banks' own vault in cash. 

Monetary and banking developments in the Serb majority area. The Serb majority area 
has retained strong links wiOi die DKmelary system in die FMeral Rq[xiblic of Yugoshivia. and 
a central bank was established in Bai^a Luka, that is enqw^ered to exteml credit but not to 
print money. When sanctions were imposed in August 1994, the area continued to use the 
Yugoslav dinar as its legal tender through the issue of bank cashier's cheques that were 
supposed to be backed by dinar-denominated giro deposits in local banks. Since these cheques 
are not accqpted outside die Seib majority territory, they have traded at a substanthd discount; 
about 30 percent m die area of Pale m early Fdmiary 1996. To maintain currency stability, 
the Serb Republic pursued extremely tight fiscal and monetary policies: fiscal budgets were 
balanced on a cash basis and the central bank severely limited access by commercial banks, 
especially in rediscounting credits to the large enterprises. 

in additi<m to the coitral bank, die financial sector m die Seib Republic inchides 
thutem commercial banks, die postal savuigs system, and insurance cowqwimrs. The central 
bank's main functions are to license and regulate commercial banks, administer the foreign 
exchange system, and act as the government's fiscal agent. Certain sectors, including 
agriculture and exporters, are eligible for selective credit at regulated interest rates. Interest 
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subsidies are compensated directly from the central government budget and not through central 
bank credits or other means that could affect the money supply. Interest rates on most other 
types ai commercial loans are finely determined. Liquidity is controlled in part through 
reserve requirements at a rate specified the central bank for domestic and foreign exchan^ 
dqiosits. The central bank does not engage in domestic transactions widi tfie nonfinancial, 
nongovernment sector. 

Evolution of Fiscal Policy and Institutions between 1992-95 

Following mdependence in 1992, Bosnia and Herzegovina inherited the former 

Yugoslavia's decentralized fiscal structure. This structure comprises a limited central 
government budget, mainly responsible for defense, administration, subsidies for State-owned 
banks and enterprises and supplementary funding for social services in education, health, and 
social transfers; a large number of extrabudgetary funds for social sector expenditures (such as 
pensicms. healtli, unemployment, education, sports, and culture) and infirastnicture 
develofHnent; and local government budgets for local administratton and sovices. A process 
of fiscal centralization, meant to consolidate or eliminate most extrabudgetary funds, was 
initiated in the late 1980s in most of the republics of the former Yugoslavia and was planned 
for Bosnia and Herzegovina after mdependence. 

The Social Accounting Office is one of the key institutions fin: fiscal management 
inherited by Bosnia and Herzegovina. This office combined payments settlement, tax and 
customs tariff collection, financial auditing, and holding of cash reserves for the banking 
system in one powerful organization. All the financial transactions of economic, social, and 
political entities were certified or carried out through the office. This unique position made 
the Social Accounting Office into an obvious choice for collecting taxes in the former 
Yugoslavia. The office pedbrmed all ttie functions of a fiscal revenue collection 
agency — assessment, collection, and verification of tax obligations — in an efficient maimer. 
It also carried out the allocation of tax revenues and payroll contributions across all levels of 
government and for the extrabudgetary funds on the basis of legislation and government 
decisions, and performed basic treasury functions for all fiscal entities. Under political 
pressure, Ae office sometunes abused its positicm by exteodiog credits to enterprises tfuough 
tiie giro accounts it maintained for them, circumventing central bank control. 

The Social Accounting office was in the process of being reformed when the republics 
of the former Yugoslavia began declaring independence. With the outbreak of war, it 
collapsed quickly in Bosnia and Herzegovina, along with the country's other political and 
economic sdiictures. In its place, three payments bureaus developed, one for each of the three 
areas controlled by separate military and political fixces. Since then fiscal policies and 
systems have evolved differently in each area, though all are based on die origmal Social 
Accounting office infrastructure. 



24 



Fiscal developments in the Bosniac majority area. The fiscal revenue base in the 
Bosniac majority area collapsed following the outbreak of war. The few taxes that continued 
to be collected were mostly raised and used by the local authorities for locally provided 
services. These con^iaiiits forced Hat Bosniac majority area govermnBBt to rdy heavily oa 
infkttioiiaiy financing. Until June 1994, about 90 percent of government's expendituies 
were financed by credit from the central bank, resulting in hyperinflation. The stabilization 
program implemented in the summer of 1994 was accompanied by several structural reforms 
that recentralized tax collection and budget management and restored the payments system for 
Bosniac-controUed areas. These reforms resulted in significant revenue increases and 
inqiroved expenditure control. By the time the stabilization program started, all eactrabudgetary 
funds had been consolidated into the government budget, with the central government budget 
playing a predominant role in the allocation of total resources. A Payments Bureau, based on 
the former Social Accounting office, was established under the control of the National Bank of 
Bosnia and Herzegovina. A Tax Administration was established to assess tax obligations. 
Tax collection responsibility remained with the new Payments Bureau. A financial police 
force was created using former Social Accounting office staff trained in financial investigation, 
and an audit board was established to develop audit regulations and standards for the Bosniac 
majority area. 

In the Bosniac area, two budgets had been prepared through the end of 1995: one in 
Bosnian dinars and one in deutsche marks. The deutsche mark budget was about twice the 
size of the dinar budget. These cash budgets were prepared on a tee^ooadi ^de. There 
are no budgetary procedures other than the requirement of maintaining a budgetary balance on 
a cash flow bosis. Nonmilitary outlays account for about half of total speoding; the 
Republican army accounts for the rest. Nonmilitary outlays mostly cover government 
operating costs. There are currently about 10,000 public employees, of whom about 2,000 are 
civil servants in the central government. The public salary scale ranges from DM 40 to 320 
per month; if paid, die aven^ salary would be about DM 196. The social benefit and transfer 
system is integrated as part of the budget. There are currently about 200,060 pensioners with 
minimum and maximum pensions of DM 5 and 30 a month and an average pension of about 
DM 10 — well below the minimum salary for the public sector. Like wages, pensions are 
not always paid. There is significant acciunulation of wage and pension arrears because of 
lack of fiscal resources. 

The main sources of revenues in foreign currency inchides excise taxes, custom duties, 
diplomatic fees, and social security contributions and payroll taxes from abroad. In domestic 
currency, the main sources of revenues include the turnover (sales) tax, customs, corporate, 
and social security contributions and payroll taxes. An estimated 150,000 people are in the 
roistered woik force, and until recently, payroll taxes and oostributioiis amoualed to 66 
percent of the gross wage and salaries, with roughly equal oootributifmB fxom em^oyees and 
employers. The contribution of personal incone tax has almost disappe ar ed, given the virtual 
nonpayment of wages. 
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Recent tax reforms have simplified the tax system considerably. The government 
introduced a corporate profit tax to replace the previous corporate income tax that, at a Hat 36 
peioeot nte, is consislBiit widi imeniational nomis. In the past sates taxes bad eight tariff 
types aod twenty-six lates, tibeie are now five types and five rates (26 percent. 10 percent, 6 
percent, 5 percent, and 0 percent), widi the high rates applied to luxury goods and the low 
rates to primary goods. Personal income tax rates have also been reduced. Customs duties 
were reformed and brought in line with rules established by the General Agreement on Tariffs 
and trade and the World Trade Organization. There are now only five customs tariff rates (20 
percent, 15 percent, 10 percent, 5 percent, and 0 percent). The list of tuqmyers inchides 
3.000 firms, 5.000 small businesses, and 170,000 personal mcome taxpayers. Of course, most 
of diese are not currently in a positicm to pay taxes. 

The revenue collection force includes personnel for tax administration, personnel for 
customs tariff coUection, and the financial police. In the past, followuig die practice of the 
former Yugoslavia, taxes were collected tbroi^ the payments system of die Social 

Accounting office and no independent tax administration institution existed. Now a new 
Payments Bureau has been set up that is responsible for collecting taxes for the government. 
The government budget pays the salaries for customs personnel and the financial police 
directly, while the Payments Bureau covers its own operating costs, including personnel 
oqModilures. Financial incentives are given for tax auditors in die financial, police force to 
identify tax evasion. 

Tax revenues are distributed among the central authorities in the Bosniac area, the 
districts, and the municipalities with shares that vary by tax, except for custom revenues that 
are retained fiilly by the central government budget (see below). Municipalities have limited 
taxing powers and are en^owered only to uqpose die agricuttural tax, the individual owners 
tax. and the communal tax. Ftirdiermore. die tax revenue of a locality fitim hs own taxes 
cannot exceed 10 percent of its total revenies. 

Customs administration and customs revenue allocation have been adversely affected by 
the existence of dual authorities within the Federation. Until an early 1995 agreement under 
v/iuch customs revenues are allocated to each party within die Federation based on the final 
destination of die inqwrts, the authorities in the Croat majority area collected and retained 
customs tariff revenues (and possibly other taxes). This approach implied that either the 
custom duties had to be collected more than once or that the Bosniac authorities completely 
forewent the custom revenues. With the new agreement, this situation has been avoided, but 
technical difficulties in inq>lementing this agreement created loopholes fat customs tariff 
collection and coodnie to cause major difficulties for fanponars. 

Fiscal developments in the Croat majority areas. A separate fiscal system emerged in 
the Croat majority areas as a consequence of the fighting between Bosnian Croats and Bosniacs 



Copyrighted material 



26 



in 1993 — 94. Its Social Security Accounting Office system, customs administration, tax 
administration, and budget are in many ways similar to the system in place in the Bosniac 
majority territory. The main difference between the two systems is that the Croat system still 
maintaing tliree odrabudgetary funds fixr pensioiis, health, and unemployment, widi certam 
wage contributions and taxes earmarked for these funds (these were integrated into the budget 
during the war m the Bosniac area.) 

The budget is in Croatian kuna and is compiled and executed every three months. The 
budget's main sources of revenue include customs, excise, and sales taxes and to a much lesser 
sclent payroll, personal mcome, and company income taxes. In 1995. esthnated total revenue 
for tbc budget reached about DM ISO miUkm. hi addition, the estunaled total revenue for the 
ttaec extrabudgetaiy funds was DM 120 million. There is also a separate fuod that tows 
resources from overseas for military expenses. The size of this fund is unknown. A monddy 
withdrawal of 100 million kuna (about DM 30 million) from this fund has been reported. 

The budget covers administration, siqiplementary financing ^ot die military, 
supplaaajtaiy funding for social transfers (sudi as child care), and subsidies to pubUc 

enterprises in the transport, telecommunications, and energy sectors. Expenditures are kept in 
line with available revenue by adjusting the amount of transfers made by the budget to the 
military budget (which is separate). The extrabudgetary funds for pension, health, and 
unemployment are more or less balanced, and the authorities consider this situation 
sustahiable. There are about 52,000 pensioners, each paid about DM 60 a month, and 3,160 
users of health funds (clinics and hospitals as well as doctors and nurses). There are 105 staff 
in each of these two fiinds, and their salaries are covered by the funds. In 1995 the health 
fund was estimated to have spent DM 58 million, and the pension fund, DM 57 million. The 
imemployment fund is rather small, with total 1995 expenditure estimated at just DM 4.5 
million, less than 1 percent of the area's GDP. 

A customs administration for Bosnia and Herzegovina was established three years ago. 
It is headquartered in Mostar and has three customs offices, ten external (border) checkpoints, 
and eleven internal checkpoints. It has 260 employees, with monthly wages of DM 350 — 
DM 420. The operating cost of the customs administration has been about 4 percent of total 
custODOs revenues (tariff and excise collectkm). Hie tax administration is also headquartered 
m Mostar. It has tweniy-eiglfat branches tfuoii^ioiit the territory with 326 enployees and an 
average monthly wage of DM 350. While both the customs administration and tax 
administration are responsible for assessing tax and customs obligations, the Social Accounting 
Office is responsible for actually collecting tl^ taxes due. 
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Harmonization and unification of fiscal systems within the Federation. The fiscal 
systems in the two parts of the Federation were quite similar even before the Washington 
Agreement, having both been part of the Social Accounting Office system. After the 
Agreement, a number of measures were taken to promote fiirther integration of the two 
systems. The system's import regimes were unified in March 1995 following the adoption by 
the Federation Assembly of a Customs and Customs Tariff Law along the lines of the Croatian 
import regime. Further, the collection of revenues is closely coordinated between the two 
customs administrations. The laws and regulations on sales taxes, excise taxes, and direct 
taxes are also mostly harmonized. In October 1995, the Federation government signed a trade 
agreement with Croatia that will extend to the entire Federation the existing bilateral trade 
arrangements between the Croat majority areas and Croatia, involving a flat tariff of 1 percent 
on goods accompanied by a certificate of origin issued by local chambers of commerce. A 
consolidated picmre of the 1995 Federation budget is shown in table 3.1. 



Table 3.1 Consolidated Federation Government revenues, 1995 

(in millions of DM) 





Bosniac 


Croat 


Federation 




Area 


Area 














(Percent of 










GDP) 


Total revenues 


378 


590 


968 


30 


Tax revenues 


301 


448 


749 


23 


Customs duties 


44 


51 


95 


3 


Excise taxes 


51 


60 


111 


3 


Sales taxes 


126 


292 


418 


13 


Coqjoratc profits tax 


8 


14 


22 


1 


Personal income tax 


21 


22 


43 


1 


Self employment tax 




3 


3 


0 


Franchise tax 




2 


2 


0 


Property tax 


5 


1 


6 


0 


Transactions tax 




1 


1 


0 


Tax on royalties/patents 




0 


0 


0 


Other taxes and fees 


46 


2 


48 


2 


Comributions/payroll 


77 


142 


219 


7 


Pension 


37 


60 


97 


3 


Health 


36 


55 


91 


3 


Education 




23 


23 


1 


Unemployment 


4 


4 


8 


0 



Note: 1995 GDP in Federation is estimated as DM 3,190 million. 



— " means not applicable. 



Fiscal policy in the Serb Republic. The fiscal policies and instimtions in the Serb 
Republic are quite similar to those in the two areas of the Federation. A single budget 
denominated in Yugoslav dinars is prepared at the central level (also on a quarterly basis), and 



28 



covers the central government, social funds, military expenditures, and municipalities. 
Municipalities share in tax revenue under sharing formulas established by Parliament. Excise 
and sales taxes are the main source of public revenues. The payments bureau, also modeled 
OB the Social Accounting Office, transfers tax revenues diiectiy to raumcipal accounts 
according to the sharing formulas. As in the Croat majority territory, there are separate 
pension, health, and unemployment funds. Tax collection and administraticm are the 
responsibility of the Mioistry of Finance, which also controls the fmancial police. 

Tbere are about 170,000 pensioners, jMt tiie number of formal sector employees is 
only around 30,000. The beal± fund has betm rendered practically irrelevant in light of the 

current healdi sector poli^ of universal and free coverage independent of insurance. Even so, 
most health care resources appear to consist of donations from Medecins Sans Frontieres 
(Doctors Without Borders) or the Red Cross. The unemployment fimd, which was set up for 
private sector employees, has few beneficiaries since the vast majority of employment is 
conoeatrated in the piiblic sector, including the military. According to government officials, 
pensions and public salaries have been paid regularly througfhout die war, albeit ofken at very 
low levels. 

Overall assessment of fiscal and monetary developments. The authorities in all three 
areas of Bosnia and Herzegovina have worked toward establishing basic institutional and 
poli^ ftameworks. Given die difficult economic conditions in recent years and the limited 
insthntkmal infitastrocture, die adiievement of stability since mid-1994 is remaricable. But as 
die authorities in each area have recognized, diese achieveniaits are fragile, and much more 
needs to be done to lay a firm foundation for macroeconomic stability. This requires, first, 
the rapid establishment or consolidation of a core set of macroeconomic institutions at both the 
State and Entity levels and, second, clarification and organization of a new fiscal structure for 
die Stale, in particular die Federation. A unified— and not necessarily oentralized-Hiecision 
making authority for lo^ economic policies across die State and the Fedoation is particularly 
desirable if further progress is to be made on the macroeconomic front. 

Building Government Institutions within the Framework of the Dayton-Paris Agreement 

For Bosnia and Itozegovina to onage as a pluralistic, multi-religious country, it is 
crucial that viable institotioiial arrangements for economic control be established at die State 

and Entity levels. The peace agreement assigned to the State level all those responsibilities 
needed for Bosnia and Herzegovina to be recognized internationally as one State. It also 
called for accelerating the building of the Federation as one of the two functioning Entities 
widun Bosnia and Heizegovkia. In late 1995 specific slq» were also agreed on to strengdien 
die Fedefation. These indude die dear separation of die govenimeiits of die Federation and of 
the State of Bosnia and Herzegovina, the formation of cantons as the main political subunits of 
the Federation, and the establishment of central economic institutions in the Federation, to 
include a single, unified Federal Customs Administration, a single Federal Tax 
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Administration, a unified payments system, and a common region for bank licensing and 
supervision. The separation of governments occurred in late January 1996 with the 
estdilishmeiit of aqMUite cabiiiet ministries and ministefs for all State-level and Federatioii- 
levd ministries, but Htm cantons and central economic institittions of the Fbdention have yet 
to be ratablished. Commitment to follow through with these instimtion-building measures was 
leoonfirmed by the parties to the Dayton-Paris Agreement at the Rome meeting of Februaiy 
18, 1996. 

Key Institutumal Arrangements at the State Level 

Establishing a State-level central bank. Aside from a Parliament, the presidency, and a 
small administration focusing mostly on international affairs, the key economic institution to 
be established at the State level is a new central bank. The Constitution provides considerable 
guidance on how die central bank would function. It indicates tbat it will be the only authori^ 
fi»r monetary pcdicy and for issuing current in Bosnia and Herz^vina, diat it wUl function 
as a currency board during its fu-st six years, and that during those six years, its governor will 
be recommended to the presidency by the management of the International Monetary Fund, 
and will not be a citizen of Bosnia and Henegovina or any neighboring State. 

The ad(q)tion of a currency board means that tliere will be a fixed ochange rate 
between the new domestic currency and the deutsche mark and that the central bank will only 
issue currency m exchange for increases in foreign exchange reserves. As a currency board, 
the central bank will not provide credit to any part of the economy, public or private. This 
arrangement will allow the country to maintain economic stability while relying on simple 
rules for exchange rate and monetary policy. If the central bank had discretion over the 
exchange rate or over the extension of credit, there wsiM be a need for ftequeot decisions on 
matters of great political and economic sensitivity to both Entities. Such decisions could be 
divisive and lead to undesu-ed outcomes, as the oqierience widi discretkmaty monetary 
policies in Hoc former Yugoslavia lias shown. 

The new central bank will play an important role in inq>roving economic conditions in 
Bosnia and Heczegovhia by promoting confictence in tbt ability to maintain economic stability. 
Most impor t ant , a oonnntm eamacy will fiicilitate trade and financial flows throughout die 
coimtry, creating opportunities for growth and employment. Since the new central bank will 

not extend credit under the currency board mechanism, other economic policies must be 
consistent with this arrangement. In particular, the central bank will be obliged to buy or sell 
domestic currency freely on demand at the official exchange rate, the bank cannot extend 
credit to conmierdal banks to finance their lending operations, and the government budgets at 
all levels cannot make use of central bank credit. Governments at all levels will not be able to 
spend more than they raise in taxes or external fmancing. This is basically the same fiscal 
policy that is being implemented in the Federation and the Serb Rq;>ublio — which provides a 
good starting point for the creation of the new central bank. 
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Banking supervision. Far ttm same leascm liiat maintaining two banking authorities 
within the Fedeiiti(M! would be hieflEieient and would potentially lead to distortions, the 

existence of separate supervision agencies within each Be/Sty also entails inefficiencies. Jt 
would, therefore, be best to form a single banking agency at the State level, providing a 
uniform set of rules and regulations for all banks operating within Bosnia and Herzegovina. 
This could be achieved eiUier by designating this function to the State central baidc or by 
establishing a new sepante Sltfe4evd beddng supervisioii agency. 

Linking payments systans, Similarty, ptyvaeats systems between the two Entities 
should be linked. Initially, the payments bureau systems of the Federation and Serb Republic 
could be linked in the way the payments bureaus of the two areas of the Federation were 
linked in November 1995. This would allow direct transactions (in deutsche marks) to be 
effiKled between the Federation and die Seib Republic without lecourse to Over 
tone, fiill Indoige and iategration of ifae two systems could be designed and jmpkmented. The 
intention to set up a joint working group for diis purpose, as announced recently after 
discussions between the officials of the State government and the o£Gcials of the Serb 
Republic, is an encouraging stqp in the right direction. 

Key panmelen of a settlement nrchanism betwem tbt Ftodeivtion and tbt Seib 
RqwUic wonld'uidude deriding on (i) die settlement currency, and 0i) setflememt ftequency. 

Guiding principles ^or negotiations of an agreement would presumably include commonality of 
currency across Entities and the need for transparency and confidence building. The deutsche 
mark is the only candidate for a settlement currency within these parameters, and a settlement 
frequency that would effectively prohibit the accumulation of large net balanrifw would be 
desirable, possibly two or dnee times every week. Net balances could be settled through 
correspondent accounts abroad or physically, in line with the Federation settlement 
mechanism. If the second approach is chosen, the ideal settlement site would likely be in the 
northern part of the country near Banja Luka and Tuzla. The establishment of a settlement 
mechanism would be followed by the integration of the payments systems existing in the two 
Entities and the creadon of a payments system for die State of Bosnia and Herzegovina. 

Customs and trade poUty. Preliminary agreement has also been reached on 
establishing a working group on customs systems between the two Entities. The aim of the 
working group is to seek understanding and agreement on a common open trade regime 
without quantitative restrictions and to reduce the divergence of tariff rates. In this context the 
diaciqianeies between tie tnde re^me of the Federation and that of the Serb Republic will 
have to be addressed. Common customs procedures will have to be adopted between the two 
Entities tt die Seifo Republic estaUishes its customs checkpoints on the country's eastern 
borders. 
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Key Institutions in the Federation 

FormaUm qfFedemtUm Cuaom and Tax AdmimaratUms. Although trade widim tbc 
Federatkm is not l^ally safagect to tariffo or quantitative restrictions, doubte taxation does in 

practice take place as each of the existing customs administrations seeks to recover revenues 
from goods sold in areas under its control but originally imported into the other part of the 
Federation. To eliminate this inter-Federation trade barrier and create a viable and visibly 
unified Federal government, it is essential tint a single fiscal system for tte Federation be put 
in place. The most important and tugently needed stq> in this regard is the fonnation of a 
unified Federation Customs Administration and Federation Tax Admimstraticm. Creating 
these institutions will require: 

• Establishing Iieadquarters and naming directors for both agencies. 

• Eliminating internal borders within the Federation. All customs duties and 

related excise taxes are to be levied by the external Federation Customs 
Administration, while domestic taxes are to be collected by the Fed»»tion Tax 
Administration. 

• Channeling tax and customs revraues to Fedention govenmmit accounts, rather 
tiban the cuneot practioe of chanaeling those fimds to separate accounts . 

• Appointing an international observer and audit team as an interim measure to 
ensure that the new procedures of the unified Federation Customs 
Administration are being properly observed. 

• Meigmg finandal police, with die Fedecatiini Customs and Tax Admmistrations. 

While the enforcement branch of the Payments Bureau was transformed into a 
fmancial police force in 1995, it still retains a separate identity from the 
customs and tax authorities, which also perform conq>liance work. The 
financial police should be merged with these two institutions as an auditing 
Entity. 

Substantial progress has been made in implementing several of these steps: a director 
and deputy director of the Federal Customs Administration were appointed in March 1996, 
and a work program is under way to unify customs administrations and remove internal 
bordera. la addition to tiiese initial steps, the tax and customs administrations need to be 
restructured with a new set of border points and customs houses, endowed witii properly 
trained professional staff, and equipped with modem data processing and other equipment. 
Assistance in this effort is being provided by various international organizations, including the 
International Monetary Fund, the World Bank, the European Union, and the World Customs 
Organization. 
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Unification of the payments systems. Until recently there were no linkages between the 
banking and payments systems in the two areas of the Federation. All transactions between 
diem took place indirectly, in deutsclie maxks channeled duoi^ foreign banks located in 
foreign countries. Initial linkages wote established in November 1995, making it possible to 
effect transactions directly between the two areas. However, full unification of the systems is 
necessary to complement the unification of the tax and customs administrations and to help 
establish a unified fmancial system in the Federation and should be soon completed. Key steps 
in the next few months include appointment of die director, deputy director, and senior staff 
of a unified Federal Payments Bureau, development of plans for die harmonization of 
procedures in all branches. Modernization of equ^nnent is also needed and will be an oqgoiQg 
process. 

Establishment of a Federation Banking Agency. The licensing of banks and banking 
sector wgaMiom is cunendy carried out by die Natkmal Bank in the Bosniac majority part of 
the Federadon and by the local administration in die Bosnian Croat majority part of the 

Federation. A single Fedoation Banking Agency is needed to provide the basis for uniform 
bank licensing and regulatory standards throughout the Federation and to permit participation 
on an equal basis in domestic and international transactions of banks in both areas of the 
Federation. Draft legislation to reform banking sector regulations and establish a Federation 
Banking Agency has been prepared with the support of the International Monetaiy Flind, the 
World Bank, and the U.S. Agency for lolematknial Develqmient. The l^istadon needs to be 
finalized by the audwrities and submitted to Parliament. 

Establishment of cantonal governments. The formation of cantons as political subunits 
within the Federation is a key element of the peace agreement. The establishment of such 
governments, however, first requires that agreement be reached on die boundaries of each of 
the cantons to be established. In mid-March, the Fedondon government indicated diat the 

main political parties had reached agreement on the map of the different cantons. Appropriate 
legislation reflecting that agreement needs to be drafted and ^proved by the Federation 
Parliament. 

Key Institutions in the Serb Republic 

Since the Serb Republic has maintained a unitary structure and has already had central 
institutions, the key task is to adapt the function of these institutions toward serving a market- 
oriented economy, which the authorities have stated as one of their key objectives. However, a 
Banking Siq>ervisioa Agency will need to be established separately once die central banking 
fonction is taken over at die State level. Needless to say, it will be inqwrtant to have 
consistent and harmonized rules and regulatkms concerning banking supervision in both 
Entities. To diis end, guidelines for banking supervision coidd be issued at the Suae level 
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once the new State central bank is established. In the longer term, at least part of tbe 
supervision functions could also be taken over by the State central bank (see Section IV). 

FUumdng ihe Startup of New Government Instinaions in tiie Federation 

The establislunent of the key State and federal institutions involves significaiit iq>firoiit 
costs. Currently, wage payments for civil servants vary widely, with employees in Bosniac 
majority areas receiving much lower salaries than those in Croat majority areas. While the 
key State and federal institutions may initially be set up on a small scale, they require staff of 
high inofessioiial quality. A ftnrAer requiranent is that staff oon^ositimi should v^ect tbc 
composition of die population throughout the State and Federation territory. These structural 
considerations are essential for the viability of the institutions. They imply that wages for 
comparable positions must be equalized and raised to sufficient levels. One possibility is to 
fund base salaries at the State and Entity levels based on uniform (State-wide and Entity-wide) 
scales. These base salaries could be supplemented at eadi levd using local resources (for 
exaxaplt, toppiiig iq> of base salaries by ^ cantons for civil servants at die State or Federatioii 
levels). In addition, the need to adequately equip these institutioos inq)lies significant first-year 
operating costs. Donor funding should be identified to cover financing for these outlays. 
Similar principles will apply after the elections when the State-level institutions will need to be 
attractive to employing staff from all parts of the country. 

Toward a Viable Fiscal Stmcture 

The Peace Agreement is clear about the structure of the monetary institution but is 
much more ambiguous about the fiscal strucmres. Under the agreement, the State revenue will 
come from contributions from the Federation (two-thirds) and the Serb Republic (one-third), to 
be financed from customs levemes oollecled by die two Entides Onitudlyt tbe Stale Mwld not 
have any direct tax revenues). The agreonent calls fat a rqiid mer^ between the sqiNunte 
Croat and Bosniac institutions within the Federation and at die same time confirms the 
Federation Constitution, which gives significant fiscal autonomy to the cantons and 
municipalities. The Constimtion assigns the responsibility for macroeconomic management to 
the Federation government, and gives customs revenues and excise tax revenues to the 
Federation government en an exdusive ba^. However, a detailed diAribudom of taadag and 
expesditure lesponsibilides has not been spelled out and is subject to ongoing polidcal and 
l^isladve discussion. This ambiguity raises important questions about the assignmem of 
expenditure and revenue responsibilities across different levels of government and the question 
of intergovernmental fiscal redistribution. These questions must be satisfactorily dealt with in 
designing the new fiscal structure so that it fiuictions efficiently without reigniting a major 
souioe of economic and political conflict. 
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Fiscal Structure at the State Level 

The division of fiscal responsibility between the State and its two constituent Entities 
was outUned in tiie Dayton-Paris Agreement. However, mai^ details and mechanisms have 
yet to be concretized. Under the framework, an asymmetrical fiscal arrangement for ttie State 
will emerge. On the Federation side, there will be a fairly decentralized tax and fiscal system 
with significant taxing and spending powers devolved to the cantons, with the Federation 
government responsible mainly for areas that have Federation-wide implications, such as 
defense and trade. On die Serb Rqniblic side, a more centralized fiscal system, similar to the 
current sttucture, will continue. 

Since taxing power will reside with the two constituent Entities of the State, 
consistency and coordination on tax policy and tax administration is a major issue. Some 
taxes, such as value-added tax, cannot be imposed at the subnational level unless internal 
boiden are imposed, ^uch is clearly not advisable, likewise, customs admuiistrations and 
policies must be consistent and coordinated in onto to provide uniformity in protection and 
undistorted customs revenue collection. Odmwise, internal bordns would have to be 
established as well. 

Under the peace agreement, the State government's responsibilities will be significant 
but limited, since defense and social transfers are not mchided in the State government's list of 
conttitiitionally mandated responsibilitws. The State govemmeot's budget will be small, 
financing mostly the operating costs of the State administration, including embassies and 
representations abroad. The budget will be financed entirely by contributions from the state's 
two Entities: the Bosniac-Croat Federation (two-thirds) and the Serb Republic (one-third), 
drawing from the customs revenues in each Entity. Such a system clearly runs the risk of 
vuhwrability to the transfer from below not bemg forthcoming. The peace agreement provides 
that in the fomre, sutject to the approval of the Slate Parliament, the State will be able to 
hapoac its own taxes. 

Since the State is the internationally recognized Entity and international relations 
belcmg to Ifae domain of the State government, foreign borrowing and foreign debt service 
should be coordinated at die State level. Botih Entities also lave fordgn borrowing authority 
under the Constitution (see below). However, financing for debt service, under the initial 
design of the peace agreement, will have to come from additional contributions from the 
State's constituent Entities. 

Size cf Gavanment. An important fiscal issue conoeming the whole of Bosnia and 
Herzegovina is die size and scope of the government relative to the overall economy. The war 
reduced the taxing capacity of the government and concentrated most e)q)enditures on military 

affairs. With the end of the war, the reduction in military spending will increase the scope for 
eiqpenditures in social services and infrastructure. However, care should be taken not to revert 
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to the high levels of taxation that characterized the former Yugoslavia. In particular, special 
attention should be given to addressing social security commitments. Government budgets 
simply cannot be baidenBd with social transfers based on the old fonnulas. In fbt near term, 
«ntici[iaied shortfdls in meeting mininnim social needs should be financed with donor 
contributions to the social funds for pensions and social assistance. In the medium term, the 
authorities should try to achieve self-sufficiency for social security on the basis of the payroll 
tax and through pension reforms in areas such as eligibility, coverage, replacement ratio, and 
so on. In the longer tenn, a self-supporting social security system should be based on 
individiial accounts radier dian die current pay-as-you-go system. Reforms of odier social 
expenditure may also be needed to reduce the size of the government, induding severance 
payments, healdi benefits, and so on (see section IV). s 

Public Sector Borrowing. Prudence in domestic and external borrowing by the State 
government should be accon^anied by a similar requirement of other levels of government. 
Duect borrowing 1^ Endly and local ^voimients fnm the future State central bank should be 
prohibited. All foreign borrowing should be coordinated by the State govemmeitt or by State 
legislation that specifies caps on borrowing or requires audiorization by the central authority 
for each borrowing, or both. 

Fiscal Structure for the Federation 

Development of a viable fiscal strucmre is key to the functioning of the Federation 
because of the current lack of clear rules and de facto division of the system into the two 
areas. A new fiscal structure should aim at having a small but strong Federation government 
and canton administrations with enough fiscal discretion and powers to accommodate the 
faeterogendty of the FederatioD. A highly cenbalized fedenl government is neither politically 
feasible nor economically desirable but powerftd cantons at dK expense of the Federation 
government run the risk of political disintegration or high coordination costs. The Iteration 
government should therefore focus on activities that display significant economies of scale, 
and/or require substantial coordination or high uniformity. Cantons and municipalities should 
receive expenditures whose benefits are local and for which intercantonal coordination is 
nimhnal. Moat social services and many public services fell uitodiis category. 

Options for Assigning Expenditure Functions and Revenue in the Federation 

The allocation of expenditures by level of government will serve as the basis for the 
assignment of taxing powers. Here it is important to differentiate between the level of 
govermnent that unposes Ae tax and undertakes its collection and admiiustration and the level 

of government that actually receives the tax revenue. In other words local taxes (cantonal 

taxes) need not be locally administered, and federally imposed and collected taxes can 
be — and, in other countries often are — shared with other levels. There are thus several options 
for organizing the revenue system and tax administration and allocating tax revenues: 



36 



(a) A Centralized Approach . Under this approach, all or most taxes (including major taxes 
sudi as die vahie^idded tax, when introduced, die coiporate income tax, and customs duties, 
which are best suited to a unified design) could be collected by the Federal Tax 

Administration. Since revenues from these taxes would exceed federally assigned spending 
responsibilities, the system would have to distribute some of these resources back to the 
cantons. Redistribution could be done by sharing some of the taxes collected by the 
Fedaadon Tax Administration in an agreed fiuhion (there does not appear to be much support 
for mtroducing equalizing transfers into federal finances at dus stage). 

This approach concentrates tax policy and tax administration at the federal level and is 
relatively flexible in the charmeling of revenues, since any sharing proportions can be used. 
The allocation of tax shares will determine the size of the revenues at each level of 
government.^ Fears that the revenues will not be transferred to die cantons (or to the Entities if 
this approach were to be taken State-wide) can be addressed by constitutional or legal 
provisions. A tax administration staff drawn from the various regions of the Federation would 
also help. From a tax design and administration perspective, it is important that the major 
taxes (such as customs and corporate taxes, and eventually the value-added tax) have a 
national uniform base. These taxes should also be collected by the center because this 
fecilitates collection and enforcement. 

(b) A Decentralized approach is to give most major taxing powers to the cantons and to 
have taxes collected at the cantonal level by cantonal tax administration authorities, which will 
then transfer resources ("contributions") upwards to the federal budget, as needed, to cover 
the cost of the Federal administration if the Federal budget needs more than the already 
assigned customs and excise revenue. Under this approach, die cantons will "own" die 
revenues (widi the txceptism of customs). The transfor of resources to die Fedention can be 
based on yearly or multiyear agreements, which can also include earmarking tax revenues for 
the Federal level. This arrangement makes the Federal government vulnerable to changing 
politics in local governments and subjects the Federal budget to large uncertainty, in the event 
that its requdrements go beyond customs revenues. Moreover, allowing cantons to levy taxes 
could imply significant differences m tax rates and tax bases across cantons which, in die case 
of the corporate income tax and vahie^klded tax, would lead to a "tax jungle" impeding 
domestic growth and trade. In Germany, where taxes are collected by the State (Lander) 
authorities on behalf of the Federal government, tax policy and design of major taxes remains 



The smallei- the volume of revenues allocated to the subnational level, the greater is the fiscal power of the 
central budget (Federation in this case). An advantage of this ^roach is that it gives the central budget the 
moagM ctpMSxy to suppoft macroeconmuc utaWtizttkin policies. Also, dedriooB on allocating 
expenditure rights can be postponed until the administrative capacity of the cantons and municipalities 
iiKreases. This advantage has to be weighed against its negative effects on the williogness of parties to 
particq>ate in te Bedmdan. 
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with the Federal government. While "politics" may argue for delegation of tax design and 
administration to the cantons, such an approach is very complicated to administer and may 
introduce too mudi vnoertaiiity into federal fiscal planning. In other words, diis d^iee of 
cantonal aiitononiy would be incurred at a high cost for die Federation as a whole. 

(c) An intermediate approach is to designate key taxes (such as customs and excise taxes) 
as Federal and to maintain a unified Federation (and ultimately State)-wide approach to tax 
design and tax administration for all other taxes. Revenue from these other Federally designed 
and collected taxes would acnue to die cantons or municqialities. This approach would give 
die r^ions greater flexibility in detemumog the tax burden of their populations without 
threatnuQg die fiscal viability of the Federation or creating a tax jungle, and would laeep 
admimstrative coflq>lications to a minimum. 

Examples of these three approaches can be found in different countries. Far the current 
situation in Bosnia - whidi requires continued prudent macroeconomic control as well as a 
fiscal system that supports growth and efficiency but allows for significant decentralization - it 

seems best to move in the direction of the third approach. In this way local governments would 
have substantial fiscal revenues and responsibilities of their own, while the Federal authorities 
would be given sufficient fiscal powers to support appropriate stabilization policies, 
coordinated at die State level (fiscal polides in die Serb Rqpubtic would sindOarly need to be 
supportive of stabilizatioo policies of the Stale). 

Whichever system is chosen, some poorer cantons will find that they cannot finance 
themselves adequately on the basis of assigned taxes, and additional resources may be 
required. While in its initial years the Federation budget may not be able to take on the burden 
of equalization, over die oKdhim term some tools for equalization noust be devdo 

While the Federal Constitution assigns responsibilities across the levels of government, 
detailed expendimre allocations have yet to be made concrete. It is advisable that expendimre 
assignments be determined before proceeding too far in concretely assigning taxes to lower 
levels because tax assignments may be hard to change at a later stage. It is also advisable that 
tax adndnistration of the key taxes needing a uniform desist be centralized at die Federal 
levd; purely local and cantonal taxes can be collected at diose levds. 

Efficient assignment of expenditure responsibiUties 

Four criteria are recomflMaded for determining the optimal assigmnent of public 
flmctioos to diffoteat levels of govenment: die potential for economies of scale, dw existence 

of interregional spillovers, variation in preferences, and die desire for equalization and 

tolerance for cross-subsidies. There are tradeoffs among these criteria. The Federation 
Constimtion has already assigned several functions to tiie Federation, including defense, 
federal police, justice, and customs administration. It would be reasonable to assign additional 
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functions to the Federation, including telecommunications, university education, basic medical 
care, intercanton transport, environmental control, and part of social welfare. A recommended 
assignment of functions within the Federation based on such tradeoff considerations is shown 
in table 3.2. 



Table 3.2 Assignment of public functions for the Federation 



Category 


Type of service 


Level of government 


Health care 


Primary 

oeconoary ^nospiiaiSf curative^ 
Tertiary (medical research) 


Municipality 

^^anion 

Federation 


Education 


Primary 

University 


Municipality 

v^di jiun/ niuiiivipaiuy 

Federation 


Trarisportation 


Roads and hi^ways— inlracity 
Koaos ana nignways^mierciiy 
Airports 

I*ublic transportation — intracity 
Public transportation— intercity 
Private transportation, taxis 


Municipality 

^duion 

Federation 

Municipality 

Canton 

Federation 


Environmental 


Air and water pollution 
Water and forestry 


Canton 

Federation/State* 


Housing 


All 


Canton 


Solid vk'aste, fire protection 


All 


Municipality /canton 


Water and sewerage 


All 


Municipality/canton 


Land use and zoning 


All 


Municipality 


Licensing and regulation 


All 


Canton 


Cultural Policy 


All 


Canton 


Touri»n 


All 


Canton 


Social Welfare 


Alt 


Canton/federation 


Telecommunications 


All 


Federation/State* 



' Some of these spending areas may at a later stage of reintegration come under the framework of the State as a whole, and 
involve both Entities. 
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Effident assignmait of fisad revenues 

Neither the State Constitution nor the Peace Agreement addresses the assignment of tax 
responsibilities. The only specific reference is contained in the Federation Constitution, which 
assigns customs duties and excise tax revenues to the Federation. This leaves room for many 
assignment options in building the new tax system. As a rule, canton and municipal revenues 
shaukl be based on a combination of assigned levenue in^tnunents and grants, witib die goal of 
ensuriog vertical eqpiily— meaning Aat each level of government should have sufiBciait 
reveoue capacity to fund the services fiir which it is responsible. Furthermore, tax and grant 
assignments must be made with an eye on both the funding of current service levels as well as 
future service needs. That is, revenue buoyancy must be carefully considered when 
assignments are made. Each level of government — the Federation, cantons, and 
niunicq>alitie»— must have sufficiendy buoyant revenue sources to provide die revesues needed 
to pay fiv the delivery of services over time. 

In considering the assignment of taxes among different levels of government, it is also 
important to differentiate among the separate steps of the taxation process. These include 
collecting, auditing, and enforcement, referred to collectively as tax administration; defmition 
of tax bases; setdng of tax rates; and tax ownershqi. The level of government in dbarge of 
collecting a tax need not be the same level that defmed the tax base, set the tax rate, or owns 
the tax revenues. In fact, it is reconmiended that for the most important taxes, defmition of tax 
base, setting of the tax rate, and undertaking of tax collection all be done at the Federation 
level. In addition, customs tax and excises should be exclusively owned by the Federation 
govemneot, while the personal income tax, corporate income tax, and valu^added tax could 
be shared between die Federation gov ernmen t and cantons (taUe 3.3). These assignmente 
should not be ei^ected to remain in place indefinitely, given diat draiands for service delivery 
change and tax revenues evolve over time. Still, any assignment of taxes should last for a 
reasonable period of time to ensure predictability over revenue flows. The assignment of 
taxes, therefore, should be reviewed over the medium term. Key features of the proposed 
assignment are: 

• Assignment of customs and excise revenues to die Federation and sales tax 
revenues to the cantons and municipalities. These assignments have already 
been made for 1996, and are consistent with the principles described earlier. 
Over time, however, the in^wrtance of customs as a source of revenue can be 
expected to decUne. To compensate ftnr die lesultiiv hnbalaaoe, it is iinpQriuit 
to identify odier revenue sources to be shared between the Federation and 
cantons. Personal and corporate income taxes could serve this balancing role. 
Although they do not currently generate significant resources, this is expected to 
change once economic activity picks up and tax enforcement is tightened. 
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• Real estate taxes, automobile licensing fees, and surcharges on income and 
sales taxes should be assigned to cantons and municipalities. Lx)cal excise taxes 
can be allowed either as a surcharge on Federation excises or as individual taxes 
in their own right. Municipalities should also have the authority to introduce 
additional taxes within parameters set by Federation legislation. A mechanism 
needs to be established in the court system for resolving disputes between levels 
of government. 







Table 3.3 








Summary of recommended tax assigmnents for the Federation 


Tax type 


Tax administration 


Tax base 


Tax rate 


Revenue ownership 


Customs 


Federal level 


Federal legislation 


Federal legislation 


Federation or Republic 


Excise 


Federal level 


Federal legislation 


Federal legislation; 
surcharges set by 
cantonal or municipal 
assemblies. 


Federation. Cantons or 
municipalities may impose 
retail-level taxes. 


Personal income 


Federal or canton level 


Federal legislation 


Basic rate set by Federal 
legislation; surcharges 
set at cantonal level. 


Shared by the Federation, 
cantons, and 
municipalities. 


Corporate income 


Federal level 


Federal legislation 


Federal legislation 


Shared by the Federation, 
cantons, and 
municipalities. 


SaJes tax (reuil 
level) 


Federal level; feasible 
but complicated at the 
canton level 


Federal legislation 


Federal legislation; 
surcharges set at 
cantonal level. 


Cantons and 
municipalities. 


Property tax 


Municipal level 


Federal legislation 


Municipal level 


Municipal level 


Real estate transfers Municipal level 


Federal legislation 


Municipal assemblies 


Municipal level 


Motor vehicle 


Municipal level 


Federal legislation 


Cantonal level 


Cantons and municipalities 


Social security 
contributions 


Federal level 


Federal legislation 


Federal legislation 


Funds 


User fees- 
Social services 

Utilities 


Service-providing 
agency 

Utility company 


Cantonal 
legislation 

Regulatory 
framework 


Cantonal or municipal 
providers 

Utility company, subjea 
to regulatory oversight. 


Service-providing agencies 
Utility company 


Value-added tax 


Federal level 


Federal legislation 


Federal legislation 


Shared between Federation 
and cantons. 



The evenmal introduction of a value-added tax (VAT) will require rethinking 
tax assignments. By design, the VAT would replace, at least partly, existing 
excise and sales taxes. If this happens, it may be necessary to share VAT 
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revenues between cantons and the Federation, depending on both the future 
performance of the income tax and the impact of tbe VAT on exdae and sales 
tax revenues. As mentioiiBd earlier, tiw VAT should idealfy be imposed at die 
mitionallevel. 

• User fees for utility services should be handed over to the companies providing 
the services. At the same time, however, these companies should be subject to 
corporatB taxes and, eventually, the VAT. Service tariflk sbould be set by tlK 
cooqMoies suttject to an overall le^al and regulatory fiamewoik. The same 
applies to user fees for social servioes-Hbqr should be owned by tiie service- 
pcoviding Entities and not go to a general govenment budget. 

Intra-cantonal arrangements 

The prmc^ides guid^ tbe fiscal oiganizatioo widiin cantons and die relationship between 

cantons and municipalities are similar to those guiding the relationship between the Federation 
and the cantons. The Federation Constitution allows cantons to structure tailored relationships 
with the municipalities. This flexibility will facilitate cantonal organizations in cantons with 
mixed communities. The relationship between the new cantonal administration and large 
immirapaHties may prove difScult if it maplies a loss of fiscal power by fte nwiicipaHrtes. This is 
ot now the case widi tibe existing dtoicts, whidi are mudi less pownfiil dian cantons would 
be. 

User charges 

Users of services sbould pay the actual cost for tbt provision of services to die extent 

possible. This principle argues for user fees whereva they are tedmically feasible without 
violating other principles of equity and equal access. The application of user charges in 
Bosnia and Herzegovina is currently limited to administrative and licensing fees, but such 
charges were more conmion before the war. The Constitution and Peace Agreements do not 
address the issue of settfa^ fees. Nevertheless, tbe expansion and establisfaBMOt of aiMitiniBal 
uso: fees is strong^ recommended. In services such as water supply, sewerage, and gaibage 
collection, it is more obvious and perhaps easier to pursue a cost recovery poUqr. But even in 
the provision of education (certainly at the tertiary level) and basic health services, some cost 
recovery through fees may be possible. This policy not only reduces government expenditure, 
therefore reducing taxing requirements, but it makes for more active citizen participation in the 
management of public services. Well-designed sodal pricing mechanisms that address die 
needs of tbtt poor (such as lifeline priciqg, in-kind transfers, or cash transfers) should be an 
intend part of diis cost recovery poli^. 



42 



IntergovemmenuU grants and revenue redistribiaion 

Whatever design is eventually adopted, some imbalance between revenue and 
aqwDdituit widim cotain fiscal units is unavoidable. The Federation of Bosnia and 
Hozegovina may therefore need to consida: developing some type of intergovernmental grants 
or revenue-sharing system. It is important to keep in mind that the political strains induced by 
such a transfer system were a key factor leading to the collapse of the former Yugoslavia. In 
designing a transfer system, therefore, great care must be taken to minimize potential soiurces 
of political tension. A system of grants is generally used to expUnt eoonoBaies of scale m 
collecting certain taxes, provide some d^ree of equity in lesouice allocatioo, and overcome 
certain externalities in iSbc delivery of certain services, such as vaccinations against 
communicable diseases or universal primary education (local governments are likely to 
underprovide such services in the absence of a grants system that encourages the local 
government to expand service provision until its social marginal cost is equal to its social 
marginal benefit), ht Bosnia and Herz^ovina (as in aimost all fbimeily sodalist economies) 
revcflues are usually transferred on the basis of Habere, revenues are adlected (die so-called 
"derivation principle"). This is one way of pulsuiQg a subset of die above-mentioned 
objectives. Alternative sharing or grant schemes will be needed, however, if redistribution 
across cantons or municipalities is considered desirable and politically feasible. This approach 
could redistribute the proceeds from either a single tax or a pool of tax revenues. The most 
fanpartank ttdqg is ibft. Hit formula qiplied to distribute funds across municipalities be based on 
olgective and transparent indicators. A system of grants based on negotiated formulas or ad 
hoc procedures would be particularly inappropriate for Bosnia and Herz^vina, given the 
lingering distrust still prevailing among different groups in society. 

Looking beyond the transition period, the Fdleraticm of Bosnia and IferzQgovina will 
need to agree on a pr eferre d combination of grant financing and own-source tax financing tor 
its cantons and municipalities. This preferred combination should take into account the 
advantages and disadvantages of each financing source. Own-source tax financing is often 
preferred to grant financing because it allows for a greater local discretion in setting rates in 
line with local demand for services and enhanced accountability in the use of locally raised 
fends. The key disadvuriages of own-source tax financing are that it may lead to a more 
inequitable distrlbutioo of public goods, sh»e some municipalities are liChar tiian otiien; it 
mi^ entail diseconomies of scale in the a dminlstr atioa of certain taxes; and it could lead to 
widn diqMurities in tax rates and tax competition amoqg cantons m municipalities. 

Commission on Intergovernmental Fiscal Relations 

Three significaitt problems exist or can be ei^iected fipom tiie establishment of a 

Federation system. First, fiscal imbalances will arise whatever the system chosen, and these 
need to be corrected. Second, there is inadequate information on which to base decisions 
about proper tax base sharing, tax assignment, and intergovernmental transfers. Third, there 
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are significant variations in budgeting procedures in the Federation. The International 
Monetary Fund has recommended that a Commission on Fiscal Intergovernmental Relations be 
established to address these pcoblems. The commissioii should be staffed with fiscal experts 
from the various ngioiis so Oat it will be viewed as a professiooal and impaitia] body. 

The commission should focus on four interrelated functions: 

• Design policies that minimize needs and resource imbalances. Variations in service 
(teliveiy and revenue buxdem must be regularly evahiated, reqpiiring the collection of 
ecooomk, demografduc, and fiscal infonnation tibot is conqiarable across nmnicqMdilies and 

cantons. Collection of such data is also important to build confidence in the system and to 
ensure that such imbalances are dealt with transparently. The commission should create a 
high-quality database and a system through which the budgets and financial reports of all 
subnational governments are reported in a consistent manner. 

• Assist or aibittate in die establishment of cities and cantons. AUfaou^ die comDiission 

would not have any authority over intergovernmental cooperative agreements among 
municipalities, it would offer technical assistance, establish norms for these agreements, and 
help resolve disputes that may arise. 

• Provide general technical assistance at the municqM] and cantonal levd m budgeting. 

• Coordinate all research on issues relating to fiscal federalism, its evotaitimi,.and the future 
fiscal stabili^ of the Federation. 

F^sail Structure for the S^rb Republic 

In one respect, the issues m refomung the Serb Republic's fiscal structure are different 
from those of the Federation because it is expected that the Republic's unitary strucmre will 
continue. In another respect, however, the Serb Republic faces challenges similar to those that 
are facing the Federation. These include establishment of a system of user charges for public 
goods and services; establishment of efifective customs admioistiatioa and oooidiiiatk» with 
the Federation on policies and procedures; rationalization of the fiscal rehition between die 
republican government and municipalities; and reform of pension ^yHoms and heahh care 
fmancing (see section TV). More review will be needed before conoele proposals can be 
made concerning the reform of fiscal structures in the Serb Rq)ublic. 
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IV. TOWARD SETTING UP A MARKET ECONOMY 



Setting vp a marioet econcm^ in Bosnia and Herzegovina will require majinr adjustments 

in two broad areas. The first area involves redefining the role of the State, moving away from 
the all-encompassing government functions performed in the past and toward a more focused 
facilitation and regulatory role. In a modem market economy, the State has four key 
responsibilitks: maintaining a sound macroecoooraic framewoik, establishing and oiforcing an 
appropriate legal and regulatory framewoik, providing or r^iulating the provision of basic 
public goods and services, and establishing safety net mechanisms for the most disadvanta^d 
members of society. The second area involves transforming the enterprise and banking system 
so that it can compete efficiently in a market environment. Due to the particular circumstances 
facing Bosnia and Herzegovina, this transformation should follow three principles: removing 
old stocks of debts and liabilities in banks and enterprises from current operaticnis and 
addressing tiiem sqparatdy to allow tbe cleanup of balance sheets, the privatization of banks 
and foms, and the reactivation of operations in viable enterprises to take place as quickly as 
possible; minimizing the fiscal cost of resolving outstanding liabilities; and following a 
regional approach to the privatization of enterprises in order to avoid political complications 
and other implementation constraints. There are important linkages between redefining the 
role of the State and tFansfinming the bank and enterprise sectors. For exanq>le, private 
investment in the restructured banks ofGered for privatization will not proceed unless the legal 
fi-amework within which the privatized banks will subsequendy operate remains undefined. 
Both efforts must take place omcurrratly for maximum effectiveness. 

New Role for the Govcrnnrait 

Bosnia and Herzegovina has been remarkably successful in maintaining orderly 
macroeconomic conditions since mid- 1994. Experience in other countries has shown that this 
is an important but insufficient step for restoring economic growth. Additional measures are 
needed to create an incentive structure that is conducive to faster growth. In this regard, the 
experieooe in odier countries pomts to Hat inqxirtance of Hot private sector and the advantages 
of maintaining open, market-firiendly policies. It is telling that no country m Central and 
Eastern Europe has been able to addeve stable growth through a return tt> State-led, ceotrally 
managed develcqiment policies. 

It is tempting to argue that special conditions in Bosnia and Herzegovina— a fragile 
peace, large numbers of refti^es, devastated infirastmchue, weak private institutions, and 
collapsed markets— require direct government involvemmt in the recovery of domestic 
production. But this argument is not supported by postconflict experiences elsewhere. In fact, 
recovery in Europe and Japan after World War II and more recently in Lebanon have been 
spearheaded by the private sector. At any rate, Bosnia and Herzegovina's extreme fiscal 
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constraints leave no alternative than to let the private sector take the lead in managing the 
economic recovery. The resources for any large-scale govenmieiit investment simply do not 
exist. And if moce resources were to become available, say from donocs-, it would be 
extiemely rid^ to ctiannd Uttrn in that direction. 

The focus on the private sector as the engine of growth does not mean that the public 
sector is henceforth unimportant. Quite the contrary— how the government functions and what 
policies it implemeimi are cnicially important in preparing die field for a private sector-led 
recovery. The transition to a nuutet econon^, however, teqpures tluA tbt gov etH ment divest 
itsdf of old responsibilities and focus on the four responsibilities described earlier: 
macroeconomic stability, legal and regulatory frameworks, public goods, and social safety nets 
such as pension and health The government's role in maintaining macroeconomic stabili^ 
was already discussed in section III. This section focuses on the remaining areas. 

EsMishing a MedbmirTem Legal and Regulatory Framework 

Setting up a comprehensive legal and regulatory framework in Bosnia and Herzegovina 
is of primary importance for the mediimi-term development of a private sector-based market 
economy. Private investment capital, both domestic and foreign, will require a secure legal 
and TGgaiatoty framework to reduce the risks of doing business. Jn some cases additional 
legislation is needed to enhance tfie effectiveness of existing laws; in others completely new 
laws need to be designed. areas in need of further devek)fMnent and clarification include: 

• Property laws, to set clear rules of ownership and control. 

• Contract laws and related procedures for dilute resolution On-court, out-of- 
court), to estaUish a legal framework for commercial bargaining and to ensure 
the fair enforcement of private contracts. This area is closely related to the 
clarification of property laws and the use of collateral for secured transactions. 

• Company and Jbreign investment lam, to provide for ea^ entry of new 
enterprises into die marioet, inchiduig a tenirififcy low to enfbfoe contracts 
establish a mechimiMn for exit. 

• Regulatory policies, to address market failures, whether by inhibiting the 
distortions of unregulated monopolies, forcing firms to disclose information 
needed by tbe market, or provkUag incentives for enleiprises to internalize 
external enviiooDieDial costs. 

• Labor law, to set basic ground rules for employment and industrial relations, 
including the facilitation of labor shedding by enterprises, supported by social 
assistaaee if needed. Restrjctkms and baniefs to labor mobility, suck as 
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complicated labor shedding procedures, expensive severance payments, and 
requirements relating to long notification periods and to finding alternative 
employment— as required by the current legal system inherited from the former 
Yugoslavia— should be removed to filcilitatB tbe lestnicturiog of onerprises and 
banks. 

• Accounting and auditing laws and standards based on international rules, to 
provide the basis for compilation and disclosure of uniform and meaningful 
finandial infonnatkni. 

With special regard to the legal, regulatory, and supervisoiy framework in the financial 
sector, several draft laws are being prepared in both Entities as well as at the State level to 
define the roles of the central bank, bank supervision, commercial banks, and insurance and 
capital markets. In addition to the enactment of these laws, prudential banking regulations are 
needed for effective licensing and si^ervision. This uidudes regulations tiiat are clear and 
provide practical guidelines for miplementation and enfi»cement of die law concerning 
licensing standards, such as tninmwmi coital requirements, scope of operations, shareholder 
and management requirements, and reporting requirements; capital adequacy standards that 
properly reflect risk management safeguards; loan classification systems that reflect proper 
risk weights and adequately account for delinquencies and interest capitalization; loan 
ccmoentration to large borrowers and insider bonowers; foreign exchange operatimis and 
exposure to contain systemic risk; and credit policy and procedures to enhance die fnospects 
for successful credit management. These efforts will have to include new accounting standards 
in line with accepted international practices. 

Direct Govemmaa PmisUm vavus RegulatUm cfPiMic Goods 

The war has caused many public services to collqMe. As Bosnia and Herzegovina 
begins the task of restoring the capacity to provide these services, it faces the choice of either 
having the public sector provide these services directly or of having the private sector provide 
these services under an appropriate regulatory aivl supervisory framework developed by the 
government. Althougli die private sector will bear die main burdea of recoostnicting the 
countiy, die private sector, left on its own, tends to not provide sufficient amounte of public 
goods and services. In some cases, this is because private providers do not capture all the 
costs imposed or benefits derived from the consumption of a public goods. In other cases, the 
production of the good in question involves a natural monopoly, providing the private 
producer with an incentive to charge monopoly prices and, thus, usually to deliver a less than 
sufificioit amount and quali^ of services. 

While the traditional way of dealing with this problem used to be to have the public 
sector own and operate the production facilities and, thus directly provide the public good, 
over the past decade there has been a worldwide tendency to opt for the alternative— re^M^jon 
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of the provision of public services by the private sector. For many countries this has been the 
favored solution in many utility and infrastructure sectors, including electricity generation and 
distributkm, tdecommnnicafioDs, pOTts, and uiban tranqxxrt. In odier sectors, such as primaiy 
health and education services, a combination of direct provision and regulated private 
provision has generally been adopted. While there are no fixed rules governing the provision 
of public goods for all cases, there is mounting evidence worldwide that the private sector can 
effectively deliver public goods and services provided that an appropriate regulatory 
framework is established and enforced. 

RebuOding Social Scfety Nets 

With the collapse of production capacity, employment and incomes in Bosnia and 
Herzegovina plummeted in direct proportion to the fall of GDP. Whereas in 1990 nearly 1 
million people were employed in die country's territoiy, fewer dian 250,000 axe currenily 
registered as employed in both Entities. Furthermore, eanuQgs are bugdy synibGlic for most 
of those now employed. This is especially true of the Bosniac areas of the Federation and in 
the Serb Republic, where monthly wages are estimated to have averaged about DM 30 in 

1995. Although average monthly earnings in 1995 were higher in the Croat majority areas of 
the Federation (DM 350), they are still low by historical standards. Cash transfers through the 
pension system, child allowances, and odier entitlement programs have also decliaed in line 
with the drop in earnings. 

In the wake of these developments, the incomes of most households are no longer 
adequate to provide for minimum subsistence needs. About 80 percent of the population in the 
Federation dqiends on emergency food aid for its survival. In November 1995, such aid was 
innvided to 90 percent of the Bosniac popuhrtion and 30 percent of die Croat poi^^ The 
per capita value of in-kind emngen^ assistance has averaged about $170 (DM 252) a year 
since 1992. 

Economic recovery is expected to advance quickly in Bosnia and Herzegovina 
followiiig die implementation of the Peace Agre e ment. Recc^feiy should generate 
mcome opporttmities for maqy people who currendy rely on humanitarian assistance for their 

survival. For many others, however, it may take loq^ or they may be bypassed altogether. 
These groups will require a well-targeted cash transfer system. Such a system will also be 
required with the phasing out of emergency food aid programs. An Emergency Social Fund 
for cash transfers to meet the essential consumption needs of the poorest households has been 
established under an Emergency Recovery Credit approved by the World Bank in Febtuaiy 

1996, with co-funding from odmr donors. Payments through diis fond, based on dechurations 
of household incomes, will provide temporary cash relief over a period of one year, permitting 
the revival of better-targeted social assistance programs similar to those that existed before the 
war, involving income proxies (such as, employment status and age) and documentary 
evklenoe on housebold incomes. The hmger-lerm subaisteiioe iweds of the poor are expected to 
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be addressed through the restoration of benefit programs for particular vulnerable groups, such 
as pensions for the elderly and disabled, unemployment insurance for people experiencing a 
temporary job loss, and health insurance. 

Penskm Finance Rtifbrm. The pension i^stan requires special attention. During the 

war the pension system was split into three pension plans: one in the Serb Republic and two in 
the Federation. All three pension plans inherited the former Yugoslavia's pension system 
which, like almost every system in the formerly socialist economies, was fmancially 
unsuslBinaUe, manageriaUy deficient, and poor at delivering services. All tinee pension 
systems are undor an exceptional degree oli financial stress. Pensions have phmuneted since 
1991, forcing many pensioners into conditions of extreme poverty. Solving these problems 
will not be easy. The first requirement is to establish measures that stabilize the situation in 
the short run. Short-run stability will facilitate the development and implementation of 
prudent and sustainable policies that promote economic growth and provide a floor of 
protection to worioers and their fisunilies who have lost earnings due to age, death, or disability. 

In the plan started in the Croat majority areas, pensions are paid at a flat rate of DM 55 
(raised to an average of DM 65 through special supplements). A flat rate is used because 
during the war the earnings-record information stored in Sarajevo could not be accessed to 
calculate earnings-related pensions. In the rest of the Federation, most pensions are paid at an 
average rate of about DM 13, widi some variation in individual pensions related to prepension 
work histories and earnings. These pmsions liave plummeted as wages have fallen to levels 
that are unacceptably low. Pensions in the Serb Republic have also been paid at a very 
minimal level, although the Serb authorities liave claimed that tliere tiave been no arrears in 
pension payments. 

Bodi Federation systems are in arrears. In the <»ie started m the Croat majority areas, 

no pensions at all were paid in 1992 or 1993. Pensions in the Bosniac part of the Federation 
were paid erratically, with payments currently six months behind schedule throughout most of 
the system. 

All systoDis collect payroll taxes fat pensi(nis. The ^stem started in the Croat majority 
area continues to operate primarily as an autonomous pension fund, while the fimd that 

functions in the Bosniac majority areas has been completely integrated with the government 
budget, as has been the system in the Serb Republic. With low employment and earnings, 
contribution rates have become extraordinarily high. In the system of the Croat majority, area 
pension contributions alone accoimt for 17.5 percent of gross wages. In the Bosniac system, 
contributions were recently reduced to 24 pocent, inchiding enqptoyee and enq>ioyer portions. 
It is likely that Ae contribution rate fat pensions in the Serb Rqniblic are also vny high. 

All systems have suffered from a severe decline in the number of contributors relative 
to pensioners. The low ratio of contributors to pensioners, at virtually one-to-one, is 



49 



particularly striking in a region that used to be characterized by a relatively young population. 
While Bosnia and Herzegovina is indikely to fiu» an age structure as unfiivorable as other 
Central and Eastern European countries (sudh as Bulgaria), widi populati(m losses and 
declining birth rates the structure may be shifting to one that is less &vorable in terms of its 
potential to provide future support for an older population. 

At the present time, pension fund administration and planning is untenable due to 
postwar uncertainties and the lack of timely information cm which nonnal pension systems 
rely. For example, data on unenq>loyment, wages, and even population are unrelid>le or 
unavailable. The number of returning pensioners and the number of returning workers cannot 
be accurately estimated. Even information on the number of contributors is uncertain. 

Under the old system, replacement rates were extremely high, leaving no room for the 
development of investmrat-based pensions. Ncnnial retirement was set at early ages for bodi 
sexes, with mai^ opportunities for even earlier retirement. Data mdicate dutt an unusually 
large proportion of the pensioner population was receiving disability pensions in 1991. 
Moreover, the system was never self-financing. Thus systemic changes would have been 
required in the country's pension systems, even if the war had not taken place. As evidence, 
pension systems ia Croatia and tbt former Yugoslav Republic of Macedonia are undergoing 
substantial policy changes because die inherited system has proved unaffordable. 

Basic pension reform is clearly needed, given fundamental weaknesses in the current 
arrangements and the unaffordable legislative provisions inherited from the former Yugoslavia. 
Pension reform leading to an entirely new pension system will need to proceed rapidly, but 
carefully, given the economic devastatkm and the need to build new histitiitions ttrougihout the 
Federation and the State. Consequently, a multistage process can be envisaged that rqvlaces 
both the old law and the current sihiation with a three-tier pension scheme. The first tier 
would help ensure a minimum floor of protection for all pensioners. An Entity-level 
minimum, fiat-rate pension should be developed that would initially be funded by a fixed 
contribution per employee and supplemented by donor fimding. In subsequent years the flat- 
rate contribution could be instituted through payroll tax contributions that would be raised in 
1997 and 1998 as the donor supplement is phased out. In the longer term, the payroll tax for 
pension contributions would be limited to a maximum of 15 percent of gross wages. 

Once these initial measures are taken, a second tier of earnings-related pensions could 
be instituted, probably to be provided at the cantonal or intercantonal level. If this second tier 
is rehded to eamuigs and years of service, issues such as the age of entittement, the benefits 
formula, other eligibili^ criteria, and postentidement indexing shmdd be addressed. Since 
these reforms are contingent on anticipated changes in other key sectors, including labor law 
reform, the timetable for pension reform must be closely coordinated with related measures. 
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While the old system has built up a substantial backlog of arrears due to the 
nonpayment or late payment of pensions, the arrears issue should not be addressed within the 
rubric of pension reform. Instead, the new pension system should be designed to start with a 
clean slate. Pension anean could be disoissed wifhin tlie framework of die settlement of all 
odier unpaid claims on government discussed earlier. Once the new pension system is 
instituted, no further claims for payment based on the eligibility criteria and benefits formula 
of past legislation would be allowed. 

Finally, a third, voluntary tier of investment-based pensions would be instituted in 
several years. This tier would be e^qieded to develq> slowly widi appropriate prudential 
guidelines for investmmts and otter regulatory standards. Plans could be eiiq)loyment-based, 
occupational, or individual. Design and implementation of the tfaird-tia syston would provide 
conq>lete pmsion reform. 

Health reform. Like the pension system, the health fmancing system has major fiscal 
mq>lications, as well as in^licaticHis for the size of the State. Bosnia and Herzegovina's 
previous health systm was also q>lit into duee systems as a result of die w^. In recent years, 
healdi care within the Federation area has been financed from two sources. In the Croat 
majority areas, an insurance fund paid for health care, primarily by fmancing the salaries of 
health sector staff. In the Bosniac majority area, a former health insurance fund was 
incorporated into the government budget. Similarly, health care in Serb Republic was also 
consolidated into die budget. In all areas payroll taxes (at 12.S pncent of gross wages) were 
die intended source of fiinds. Because of die shimrtage of funds, pl^sical sillies and 
consumable goods have been donated by external sources. Recurrent qioding, when it has 
occurred, has been largely limited to salary payments. 

The healdi care sector fines the tr^le challenge of creating a new governance diucture, 
rehabilitating or reconstructing the sector's physk»l inftastcucture, and resuming fundamental 
sectoral reforms required by the transition to a market-oriented economy. Three immediate 

priorities are to maintain the effectiveness of the basic health care delivery system despite 
severe financial constraints; to establish priorities for a program of effective capital 
investment; and to develop a plan for medium-term reform of the sector and its financing. Six 
issues in healdi care finawn^ stand out: die resohition of past arrears in payments for wages 
and salaries as wdl as for siqipliers, immediate sources of financing, future financing 
arraqgemeots, the collection of contributions to health financing schenoes, new payment 
mechanisms, and the coordinating efforts to normalize health care financing with plans by 
nongovernmental organizations and other donors to phase out emergency relief. More study 
will be needed before concrete proposals can be made for fundamental health sector reform. 
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Enterprise and Banking Reform 

Enleiprises and banks Ib Bosnia and Herz^ovioa iBheriled most of dieir insritntkHUil 

and stnictural characteristics from the Yugoslav system of maiket socialism and self- 
management. Enterprises were socially-owned, endowed with assets owned by society at large 
(there was no State property) and formally run by workers councils. In principle, key 
enterprise decisions were made by workers. In practice, however, decision making was in the 
hands of management fiitmally selected by wofioers councils and tacitly approved by die 
political system. The system was decratralized and aUowed competition in die product maiket 
but lestriciBd oompedlion and mobility in the labor and financial markets. Commercial banks 
were the only source of institutional capital, and bank credit was the only form of fmancing 
for enterprises. Banks were owned by enterprises and controlled by large enterprises, both as 
owners and debtors, who used them to obtain fmancing on favorable terms. In addition, banlcs 
weie often pressed by the government to finance priority projects. 

Ourait Enterprise Structure and Peiformcmce 

Since 1992, parallel legal frameworks have been developed in the Bosniac-, Croat-, and 
Serb majority areas of Bosnia and Herzegovina. In each area, pragmatic steps were taken to 
improve corporate governance, prevent asset str^nng and pave the way Cor private 
investment. In the Bosniac majority area and Sexb majority area, Ime ministries appointed new 
company management boards under temporary laws, and special laws were approved by each 
area's Parliament to convert all socially-owned enterprises to State ownership. In the Croat 
majority area, the authorities also appointed company boards for each locality based on 
proposals fiom local communities. Progress toward privaie ownership of eotofpiises oocuned 
much more quickfy in dus area, with about two-dikds of eofdoyment and nearly 60 peroeot of 
the current book vahie of enterprises m private hands or under puldic-privile ownnshi^. 

In the Croat majority area, more numerous private enterprises, coupled with a liberal 
foreign investment policy and better links abroad than the rest of the country, have contributed 
to mcreased capadty uMIization. Productkm has abea^ recovered to 8S percent of die prewar 
levd. Piroduclkm in die Bosniac majority area was restarted in a Bunber of enterprises at dK 

end of 1994, notably in food processing, textiles and qiparel, leather and dioes, and soap and 
hygienic products. The majority of prewar conglomerates have been separated into their 
constituent parts, most of which are idle. By contrast, private enterprises and some smaller, 
socially-owned enterprises have become quite active, especially in commerce and transport 
services. StiU, oversU productkm remahis depressed at just 5-10 percent of its piewar levd. 
Similarly, the economic embargo against the Serb Republic seriously undermined the 
performance of its enterprise sector, and only with the recent lifting of tlie embaigo have the 
prospects for increased production in this area improved. 
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Current Bank Structure and Performance 

As with the other sectors, the war broke the buddng sector into tfatee systems. Parallel 
banking systems and regulatory frameworks have developed. There are current forty-nine 

banks operating in Bosnia and Herzegovina, of which twenty-eight report to the Sarajevo- 
based National Bank of Bosnia and Herzegovina (NBBH), eight report to the Mostar-based 
authorities, and thirteen report to the Ministry of Finance and central bank in the Serb 
Rqmblic in Banja Luka. Nearly half of these banks are private (including all those in die 
Federation area), while die otho' banks are descendants of several old banks owned by large, 
socially owned enterprises. On a bode value basis, tbese large banks account for most of die 
assets on the balance sheet of the aggregated banking sector. While the private banks are not 
burdened by the problems inherited by the public banks, their capital base is small (total of 
DM 5 million, likely to average DM 300,000 after loan losses are included). These banks 
provide mostly short-term credits to finance conmiercial activities and carry interest rates of 2- 
6 percent a mondi. Confidenoe in die banks is very limited, bodi because of the war and 
because of the freezing of foreign current dqNwits at die start of die war, so diat fiew persons 
place their savings in banks. 

Between 90 and 95 percent of the banking sector's assets are noiq)erforming and, for 
practical reasons, should be wrinen off. (The banks in die Croat majority area may alreadty 
have written off much of tbeir prewar foreign exchang&<leDominated exposure, or dieir 

foreign [Croatian] shareholders have assumed these liabilities.) Without accounting for needed 
writeoffs and adjustments, the banking sector's balance sheet, as reported to the NBBH, 
consists of three major components: households' foreign currency deposits in the banks (on the 
liabilities side) and corresponding claims on the former National Bank of Yugoslavia in 
Belgrade (on the assets skle); foreign bonowiqg from intematioDal financial iudlutioiis, 
commercial banks, and foieign governments (on the liabilities side), whidi banks extended in 
foreign currency credits to domestic State enterprises (on the assets side); and other assets and 
liabilities denominated in local currency. Households' foreign exchange deposits have been 
frozen for several years, and the corresponding claims in Belgrade are assumed to be 
worthless. The loans extended to enterprises are nonperforming because die projects diey 
financed have been discondmied, with many of dieir assets having bera jribysically danu^ed or 
destroyed by the war or by neglect. The value of assets and liabilities denominated in 
domestic currency has shrunk to insignificance due to the 1992-93 hyperinflation and collapse 
of economic activiQ^. 

Transftmning Oie Enterprise and BaUdng Secum 

While the authorities have made progress in implementing various important enterprise 
and banking reforms, much more is needed to fundamentally transform the economy into a 
sound, largely private, market economy. In the financial sector, a key problem is the burden 
of inherited bad loans and foreign exchange deposit liabilities. In the enterprise sector, social 
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ownership and self-management continue to create inappropriate incentives for investment and 
production decisions. The prewar web between enterprises and banks— characterized by 
enterprise ownersh^ of majcnr banks and bank leodiflg to major corporate ownen— would, if 
left unrefDrmed, cause a n^jor misallocatioii of lesouxces as economic activity recovers. A 
comprehensive reform padca^ needs to be prepared that takes into account the links between 
the war and impaired enterprises, bad loans and frozen deposits in the banking sector, and tfae 
problems of overstaffing and need for labor redeployment. 

The central objective of structural reforms in diis sector is to create a diversified 
economy in which privately owned enterprises make independent decisions on productixm and 
marketing and private banks provide intermediation services to support the investment 
requirements of these enterprises. Within such a framework, large and State-owned industrial 
and commercial conglomerates, as well as the large banks, are likely to be replaced by a much 
greater niunber of small and medium-sized banks and enterprises. To some extent this trend 
has alreacty started. To achieve the ultimate objective of creating a private market economy in 
die mediimi term, this trend should be encouraged fiirther with the privatization of banks and 
enterprises. At the same time, the legal and regulatory framework needs to be developed to 
ensure effective market competition and to prevent major bank failures that could have adverse 
systemic consequences. The main role of the government during this transition period is to 
manage die privatizatioa process and undertake die instiuitional reforms needed to inq)lement 
tfae new legal and r^ulatoty framework. 

Given these circumstances, three fundamental principles should guide the reform of the 
enterprise and banking sector in Bosnia and Herzegovina. First, the sector's stock liabilities 
need to be separated from current operations so that they do not inhibit economic recovery. 
Second, the fiscal costs of settling the outsbmding liabilkies of tbc bankmg sector need to be 
mininuzed. Third, privatization should take mto account tfae edmic diversity of tbc oountcy, 
especially since most mterprises and banks are controlled by distinct ethnic groups. Thus 
privatization may be most effective if it is organized in a regionally dfcoitraliycd manner. 

Strategy for Privatizfftion 

A r^ionally based approach to iHivadzation would allow programs to be inq>lemented 

regionally (at the Republic level in one Entity and at the cantonal or municipal levels in the 
Federation) through regional privatization agencies, while most disputes would be settled at 
the State or Federation/Serb Republic level. Items in dispute include bank claims on 
enmprises, enterprise claims (arrears) on one another, frozen foreign exchange deposit claims 
on banks, and daims on die govemmnit for wage and pension arrears, restitution, or war- 
related claims. Most of these items would be transferred out of the current institution to a 
settlement mechanism established at the Federation/Serb Republic or State level, while some 
(such as bad bank loans and corresponding liabilities denominated in foreign currency and 
linked to prospective Paris and London Club negotiations) would be placed with the State 
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Ministry of Finance. Under this approach, enterprise debts would be drastically reduced and 
bank liabilities would be removed from the balance sheet, leaving enterprises financially 
restructured and ready for quick privatization. Faster privatization could take place in 
regions/caiiKMis that are ready, widiout forcing them to wait or aocommodate odnr 
region/cantons' preferences, as would be tfie case under a more centralized piivatizatioo 
ttppcotch.. 

The recommended regional approach to privatizing enterprises and smaller, socially 
owned banks in Bosnia and Herzegovina comprises the following key steps: 

• Transform banks and enterprises frmn social ownershq) to public ownersh^. 

• After the State/public sector (governments at the Entity level in most cases) 
assumes control, appoint new management teams that are not responsible for 
those enterprises that formerly controlled the banks. 

• Carve out all bad assets and corresponding liabilities and equity. Most likely, 

all pre-1991 assets should be carved out, as well as some post-1991 ones. 
Following a short work-out period, this would leave the banks financially 
restructured and ready to be privatized. 

• Separate the carved-out ass^ from the banks and place the bad loans and 

corresponding liabilities with the government authorities and the frozen fofetgn 
exchange deposits into a settlement mechanism to be set up by tfie govemmrait 
and dealt with separately. 

• Set up a Regional Privatization Agency (RPA's) in districts and cantons for fbt 
Federation and perhaps one agency in the Serb Republic. All assets (banks and 

enterprises) to be privatized wculd be governed by one of these regional 
privatization agencies as the representative of the Entity government as owner. 
Also, it will be necessary to set up a State privatization agency and to establish 
consistent operating guidelines for the regional agencies and to settle 
interjurisdictional disputes. A *sunset inovisian" specifying tbe duration of die 
regional i^encies couU hdp accelerate tbe privatization process. Frivatizatioa 
of the large banks would have to be implemented by tbe End^ level 
privatization agency, or even the State privatization agency. 

• Initiate the privatization process through a combination of privatization 
mechanisms, inchiding piiblic auctifms, tenters, and share offerings. 
Privatization certificate or passbooks would be offered as noncash 
compensation for claims on the government (for exanq^le, frozen foreign 
exchange accounts, wage arrears, restitution claims). 



Copyrightad malarial 
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The authorities managing tlie privatization process need to establish from the outset a 
list of public emecprises diat axe nor ro be privatized, with the imdentaiidiitg diat all 
enteipnses tliat are not on diis list win be privatize (In the banldiig sector it is assumed that 

all pablidy-owned banks will be either privatized or liquidated.) Also, in carving out 
enterprise assets (such as equity in banks and frozen bank deposits) and liabilities (borrowings 
owed to banks), it will be important to separate out assets that have no connection with the 
core business conducted by the enterprise. This should include, for example, apartments 
owned by large enterprises and leased to tiieir enq)loyees (there are about 190,000 eniecprise- 
owned apartments in the Fedoation alone). 

Settlement of Past Claims and Arrears 

A particular problem is the large number of claims on the govemmeot, including the 
clanns of indivkluals (unpaid wages and pensions, restitution finr postwar nationalization, 
claims on frozen foreign currency accounts, daims for damage and other losses arising from 
the war) and claims between and among the government and socially owned institutions (bad 
bank loans, enterprise-government arrears, and interenterprise arrears). Settling all these 
claims from available fiscal resources is well beyond the government's fiscal capaciQ^. 
Thoefine no major fiscal resources should be prodded for the setOement of daims. A 
substantial portion of tiie claims of individuals could be settied 1^ exchanging tfaem for 
privatization catifkatBS tiiat can be used along with cash for privatization transactions. 

Settlement through the provision of privatization certificates could be envisaged for 
three types of claims: (i) claims on bank deposits in foreign exchange that were frozen in 
1991; (ii) restitntioa claims, where these cannot or should not be settied hi Idnd witii the 
properQr beuig daimed; and (iii) daims lesutting from wage and pension arrears and by 
veterans based on then: lengtii of sovice and the degree of iigury or other personal loss tii^ 
may have suffered. 

These privatization certificates could later be used, together with cash, to purchase 
publidy owned assets tiiat could be oflfered for sale hi the near foture, induding housmg, 
agrieuhural and forest land, e a tefp ris e s and commercial banks. 

As the next step, the government needs to develop criteria for prioritizing claims in the 
settlement mechanism (through the weights assigned to each claim as the claims are translated 
into privatization certificates). In determining the priority of claims, social equity 
considerBticnis will have to be bahmoed against economic efificieB^ considerations. While 
many of the elements of tiiis settlement mrchaniimi would be captured m specific l^iistetioo on 
restimtion, housing, and privatization, umbrella legislation on the settlement concept is needed 
to define the claims to be incorporated in the settlement mechanism and to describe how these 
claims will be exchanged for assets. Preparation in this regard is more advanced in the 
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Federation part of Bosnia and Herzegovina. The Federation government intends to submit such 
a global Setttemeiit Law to Parliament the end of ^ril 1996. No plan has yet been woiked 
out in this regard in the Seib Republic. 

Particular consideration should be given to providing some measure of recognition for 
frozen foreign exchange accounts that were mandatorily placed in the National Bank of 
Yugoslavia (headquartered in Belgrade) prior to iodepoidaioe. The total value of these 
dqKMits is estimated to be DM 1.6S billion. About 80 percent of all households had accounts 
with less than DM 1000. To provide cooqiensation for the loss of diese deposits, the State 
government, or the Federation government and the Serb Republic government in coordination 
with the State government, could consider issuing certificates— that can be used in various 
ways (see paragraph 146)-up to a maximum amount per citizen, based on existing 
documentation. Regarding claims on the Natkmal Bank of Yugoslavia for lost forragn 
exchange deposits, it should be clear that the banks cannot deal adequately with Has issue. 
Such clauns, together whh other claims on the Federal Republic of Yugoslavia, are an issue 
betwem sovereign states and dnis are best confined to agents of the State. 

Other claims on the State include restitution claims for expropriated properties, wage 
and pensicm arrears, mchidiog tiiose to die militaiy and otiber personnel. These daims still 
need to be (piantified. Concerning claims between banks and enleipriaes, net bank dates on 

enterprises should be applied against enterprise ownership in banks. This approach would lead 
to a massive writeoff of enterprises' equity shares in the socially owned banks, with the result 
that the government would effectively renationalize the banks, facilitating their subsequent 
privatization. 

Public housing is potentially important asset in the settlement mechanism. Information 
is gathered at the present only on situation in the Federation. Although more than 80 percent 
of all housing in the Federation of Bosnia and Herzegovina is already in private hands, a 
significant niunber of housing units is owned by public enterprises and the State or municipal 
governments. The Fedoation government intends to privatize these units, m most cases giving 
curmit tenants the right of first reftisal to bi^ flats that they legally occu|yy. A Houshig 
Privatization Law is needed in the Federation to carry out such a transaction in addition to an 
overall Privatization Law to provide a framework for the privatization process. A proper legal 
framework for housing and apartments is also needed to recognize ownership rights with great 
transparency, avoid straining public sector (in this case municipal) budgets with maintenance 
and lepak costs, and be consistent with needs for shelter during the postwar period. At a 
minimum, housing legislation should segregate public housing from public enterprise 
ownership to facilitate the privatization of enterprises. To begin the process of privatizing 
housing, an inventory of housing units needs to be made, together with a status report on the 
current ownership and occupancy of each imit to sort out tenancy rights. For purposes of 
speed and simplicity, regional privatizatioD a^ncies could coordinile the housing privatization 
process at the local level. 



57 



The approach described here conforms with the preferences expressed by the 
Fedentkm audxxrities. An tsxpen priwrtizadoD team was appointed in die Federation in mid- 
199S to review privatization issues and options and to piquue initial drafts of necessary 

supporting legislation. A draft Settlement Law, draft Restitution Law, draft Housing 
Privatization Law, a draft Privatization Law, and draft Privatization Agency Laws have been 
prepared. In the Serb Republic, the authorities are contemplating revising the former 
Yugoslavia's laws on privatization in order to accelerate the process. Preparation for 
privatization is at the beginning stage. 

Issues in Barddng and Financial Sector Rtfi>rms . 

A quick recovery in output will inevitably require a ftinctioning banking system. Firms 
will need working capital and at some point investment will recover. Moreover, across 
Eastern Europe, banks have played crucial roles in the privatization process and, to varying 
d^rees, in enterprise restructuring. Finally, banks still play a major role in mobilizing 
private savings in most economies. Thus jump-starting the banking system should be at the 
top of the policy agenda. Previously, banks basically provided blank checks to enterprises— 
who often owned the banks to begin with— and rediscounted the loans at the central banks, 
thus fetally undermining stabilization policy. The banking system will need to be 
reconstructed, but if financial stability is to be achieved, the flaws of the former Yugoslavia's 
banking system should be car^illy avoided. These problems fidl into two general areas: 
issues of financial system design and transition arrangements. 

Financial system design. Banking reform requires action in four areas. First, banks 
need to operate in a clear l^al environment. This requires, at a minhmmi, laws on 
commercial baidcing and <m the role of the central bank. Given commercial banks' poor 
record on bank supervision and coipofate ^vemance, banking laws will have to be very 
specific on corporate governance struc&ires. 

Second, a legal structure is meaningless unless there is a supervision machinery to 
make sure the laws are adhered to. Current plans lean toward a banking commission model of 
bank supendsion and enforcement. The siq)arvision role may eventually be transferred to tiie 
central bank once that institution's mandate is expanded. There are, however, good reasons to 
maintain the banking commission model for the enforcement part and possibly for supervision. 
Bank supervisors have an incentive to delay intervention since the need to intervene can often 
be interpreted as a signal of lax supervision in earlier periods. This is the main argimient for 
separatii^ supervisioo torn acting oa signals of disoms. Whatever model is chosen, the 
corresponding laws autiiorizmg die siqiervision agency need to be very specific on when and 
how tiie agenqjr will intervene when standards of good behavior are violated. 
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Of course, supervision can only function with adequate information provision. 
Information provision depends critically on accounting standards, the third issue. To the 
extent that generally accepted accounting standards are not adhered to, technical assistance to 
dlis end should be a priority. Thb u of paiticiilar nqKntanoe in tibe am 
and tteatmeot of capitalized interest. Adequate loan classification is key for a coifect 
calculation of capital value and is essential if capital adequacy ratios similar to those developed 
by the Bank for Intmiational Settlements (fiJS) are to be used in a meaningM way in the 
regulatory setup. 

Fourth^ banks have to develop a inraper coiporatB structure. Particular care shouM be 
taten to remove corporate owners from positions of control. Insider lendii^ is developing as 

the major cause of banking distress in many countries and insider lending is extremely difficult 
to control if major borrowers in fact control the bank. The widely prevailing problem of bank 
insolvency actually points the way toward the necessary ownership reform. Existing 
corporate-hdd equity can simply be wiped out by imposing proper loan dassificatkAi 
procedures and capital adequa^ rules. This will in many cases show diat existing ttpSsy has 
been wiped out alreaity, allowing a takeover by the government. This procedure should be a 
prerequisite for a proper privatization strategy. The relatively large number of banks in 
Bosnia and Herzegovina (about three times as many as, say, Mexico, a country with a GDP 
more than a hundred times bigger than Bosnia's) suggests that a process of consolidation and 
tiglhtening up of lioenstag procedures m^y also be called for. 

Two general issues also require attention. First, several points mentioned above raise 
issues concerning the type of banking sector. Bosnia and Herzegovina is likely to opt 
evenmally for universal banking, if only because such a strucmre will facilitate evenmal 
integration with Western Europe.^ However, unless carefully organized, such developments 
may result in major regulatory difiBculties. b a fragile banking envinnment, tr anspar ent is 
crucial for sound banldng to emerge. This argues strongly against allowing, for exaiiq>le, the 
type of banking-insurance conglomerates that are now being formed across Western Europe 
and that, in a very different form, also exist in the former Soviet Union. The banking law 



Unless carefully prepared, however, such a structure may create major regulatory difficulties. In a fragile 
bankiiig euviramnent trampaieopy it crucial for sound banking to emeiic. This aigues atrao^ ^igainst 
SUowtaig bnk<-liiiiiiino6 oompsides and odnr conglomenlBa ihat are now betas Axiuod loraai ^N'iBiiBni 
Europe and lhat, in a different form, alao eidst in die states of the former Soviet Union. Legislation and 
liqiulations need to ensure that systemic risk is minimized. From that viewpoint, such conglomerations 
dioald be e;q)licitly ruled out or forced to be formed as fiilly separate subsidiaries. Similarly, West 
European-style corporate gof v e man ce mechanisma invdve equiQr holdings or the exercise of proxy voting 
rights. In this case also, transparency and the need to avoid soft budget constraints in banks with regards to 
their corporate clients require that q)ecial attention be paid to maintaining separate institutional ideittities of 
benika nd eoleipriaes. 
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could explicitly rule out iosunmce activities or require them to be undertaken in a fully 
separate subsidiary/ 

Similarly, equity holdings or exercise of proxy voting rights may be necessaxy in 
establishing effective enterprise restructuring and Western Europe-style corporate governance 

mechanisms. Again, however, transparency and the need to avoid soft budget constraints in 
the bank with respect to its corporate clients require at least confinement of such activities to a 
separate subsidia]^. 

Seamd^ establishing some sort of deposit insurance may be necessary to convince the 
populatioa to once agam entnist tibeir savings to tbe baiddog system. But care should be takoa 

not to introduce deposit insurance in the current lax regulatory structure without careful caps 
on potential exposure. First of all, deposit insurance should be limited to household deposits. 
If corporate deposits are covered, too, then no one has any incentive to monitor management. 
And in any case the social argument for deposit protection does not hold for corporate 
deposits. Second, since lai^ depositors may also be able and williDg to monitor 
management, some countries also put a c^ on the size of private deposits or on the amount 
insured. In practice sudi limitations are rarely enforced, howevor. 

A final point on deposit insurance is that its introduction makes the task of building 
effbctive regulatory institutions all the more uigrat. Deposit insurance encourages undue risk 
taking by managers because their downside risk exposure is covned; to avoid excessi^^ 
taxpayer oqiense, careful management supervision in ^is respect is of the utmost importance. 
A strategy that has been followed in several Central and Eastern European countries is to 
introduce deposit insurance but to limit it to household deposits, with a fairly low cap on the 
amount insured (say, $1,500) and linked to banks that meet capital adequacy requirements that 
comply wilb HIS ndes. 

Transition Issues. Even if all the financial design issues covered so far could be 
resolved, Bosnia's banks are not sufficiently developed to fulfill the duties of a modem 
banking sector. The banking system has effectively been reduced to an agent for the execution 
of payments within an unsatisfactory mechanism. The banking system's intermediary role and 
its role in corporate governance have basically come to a standstill. Banks not only suffer 
from die traditional Eastern Buropeaa probtem of loan portfolio deterioration due to enterprise 
loan servicing problems, but also carry a considerable burden as a consequence of the 
disorderly breakup of the former Yugoslavia. In particular, the banks have considerable 
foieign exchange deposits on their liabilities side matched by unrecoverable foreign exchange 
daiBS <m fbe centnl bank of tbe former Yugoslavia in Belgrade. 



A bank could still act as an agent for an insurance company and sell policiei tfarou^ its branch netwoik, 
but it is essential that the bank itself does not underwrite any risk. 
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Claims on Yugoslavia and old foreign exchange deposits There should be no doubt that 
the banks themselves cannot adequately deal with the problems of the former Yugoslavia's 
banking system. As meotioiiBd above, daims on Yugoslavia are now an issue between 
sovereign stales and are tlnis best coofiBci to agoits of die Stale. Slovenia transferred most 
such daiins to its central bank in order to remove tfiis issue from commercial banks* balance 
sheets. These claims can be incorporated into any general debt settlement for the republics of 
the former Yugoslavia if there ever is such a settlement or, possibly more realistically, simply 
be written off. 

The Bad Loan Problem. Strategies to deal with bad loan problems are often designed in 

such a way that collection incentives are preserved for the bank without allowing them to 
become victims of the liquidation bias embedded in most bankruptcy practices. The objective, 
then, is to rescue as many enterprises as possible as going concerns. However, the situation in 
Bosnia and Herzegovina may warrant a different approach. It is not clear that many of the 
state eotecprises ^ut are not servicing their loans still have any value as going concems. 
Because of die war many enter(»ises are not functioning at all or are functkming at n^ligible 
levels of activity. In these cases attempts to resurrect the okl CQnq)any will not do much good 
and the alternative of simply selling off assets to the private sector is worth considering. If 
such a strategy is followed, the remaining loan obligations might as well be transferred to the 
settlement fund. Any revenue received from the asset sales could be allocated to the fund so 
as to contribute to at least a partial payment. 

As was already mentioned, care should be taken, to avoid the possibility of a dominant 
ownership role by major borrowers. If such a situation already exists it could be changed by 
imposing proper loan classification procedures and applying capital adequacy ratios and other 
prudential regulations. This will, in most cases, effectively renationalize the bank, after which 
a sounder privatization strati^ can be designed. Among other dungs, this appmadi would 
allow consolidadtm prior to sales, which is likely to be necessary. 

Finally, as with all Eastern European banks, technical assistance is urgently needed. 
Management information systems, credit control procedures, credit assessment techniques, and 
the like are all in need of i m provement. Twinning arrangements have been used successfiilly 
hi many couatries. While die size of Bosnia and Eferzegovma and contunung uncertamly in 
the political sphere make it unlikely that such arrangements can be put in phice in the near 
future, more limited forms of technical assistance could be devised. 

Complications will arise if regional supervision agencies emerge. This development 
should be nyfASeA if possible but may be necessary as a transitional arrangement. Care should 
be taken to coordmate wgalataty policies, accounting standards, and mfomuticm 
requirements. 
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y . I^ffiDIUM-TESM FROSFECTS AND FINANCING REQUIREMENTS 

An early and robust economic recovery will require effective implementation of sound 
macroeconomic policies, structural reforms, and a well-coordinated reconstruction program— 
inq)ortant issues that are the focus of the previous sections. Clearly, such a program will 
require considerable extefoal assisfaiioe. As described earlier, based <m tfae jont ^foits of die 
govermnnit, die Woild Bank, die EU, and odier agencies, a reoonstniction pfogiaiD requiring 
a minimum of $5.1 billion of external financing over the 1996-1998 period is being proposed 
to the donor community. However, Bosnia and Herzegovina also inherited a considerable 
amount of external debt, much of it now in arrears. Unless it addresses its foreign debt 
problems, Bosnia and Herzegovina will not be able to normalize its fmancial relations with 
creditors, official or private, dnis iidiibiting its ability to access die international financial 
resources diat will be needed for longer-term growdi. Resolving tbe ddx probtem is, 
therefore, a issue fibr restoriqg sustainable growdi. 

Addressing ttie External Debt Problem 

Bosnia and Herz^vina's total external ddn at die end of 199S amramted to $3.2 
billion, of which $1 .9 billion is in arrears (table S. 1). These debt figures r qp w se nt die sum of 
Bosnia and Herzegovina's share of the former Yugoslavia's total long-term external debts, 
derived on the basis of final beneficiary principle for debts whose beneficiaries are 
identifiable, and its share of nonallocated debts, from former Yugoslavia, assigned by using 
Bosnia and Herzegovina's quota share of the finmer Yugoslavia's quota in die International 
Monetary Fund OMF). 

Bosnia and Herzegovina's current high and unsustainable debt indicators originate from the 
collapse of its economy over the past four years. GDP declined from more than $8-9 billion 
in 1990 to about $2.2 billion in 1995, and total exports (including those to other former 
Yugoslav republics) declined fi:om $3 billion to less than $300 million. Ddn indicators, using 
1995 GDP and trade figures, dieicfoie look voy poor, widi die country's ratio of debt to GDP 
at 147 percent and the ratio of required debt service to total exports around 130 percent. 
Clearly, Bosnia and Herzegovina is in no position to service such levels of debt obligations 
now or in the near future. The experiences of other countries with reconstruction in the 
aftermadi of major conflicts strongly suggests that a quick resolution to debt problems such as 
those currendy plaguing Bosnia and Herzegovina is hnperative. 

An effective solution would ideally have two characteristics. First, Bosnia and 
Herzegovina is in no position to make any net payments for several years to come. Thus cash 
flow relief is necessary to ensure a strongly positive net transfer into Bosnia and Herzegovina. 
Second, oooe foreign assistance declines, access to private capital maikBts needs to be secured 
to ensure condBued recoveiy. At current levels of debt, such renewed access to private 
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markets is out of the question; the current ratio of debt to GDP is more than twice as high as 
Mexico's before that country's Brady deal. Thus a debt restructuring would need to provide 
not only cash flow relief but would also, desirably, provide significant debt relief so as to 
bring the debt-output ratio back to serviceable levels. Without prejudging any final settlement 
that might be reached with the Paris and London Clubs, a comprehensive workout would 
clearly contribute signiflcantly to creating the conditions needed to restore creditworthiness 
and to permit private sector inflows to make a contribution to the reconstruction effort in the 
outer years. 

A serious problem is that a workout of senior debt alone (such as Paris Club debts), 
and ahead of restructuring other debts, often results in benefits for the junior creditors— in this 
case the commercial debt holders. The more debt relief from the Paris Club, the less the 
discount commercial banks are likely to offer, since the market value of their claims goes up 
with every dollar the senior debt gets reduced. Unless the Paris Club package is structured to 
avoid this outcome, the commercial banks, not Bosnia and Herzegovina, will be the main 
beneficiary of any Paris Club deal. 



Table 5.1 

Estimated total external debt by creditor; end-1995 
(millions of U.S. dollars) 



Creditor 


Outstanding debt 


In arrears 


Multilateral 


709 


47fi 


IBRD 


623 


447 


IMF 


49 


0 


Other 


37 


24 


Paris Club 


571 


486 


London Club 


1,112 


384 


Other creditors 


842 


600 


Total 


3.234 





One way to deal with this problem is the Polish model, that is, to tranche the Paris 
Club package and make the second tranche conditional on there being an equally generous 
package from the London Club. In Poland, failure to match by commercial banks would not 
only have voided the second tranche, it also would have restored the debt restructured in the 
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first tranche to its original terms. This is a very serious threat to the commercial banks 
because of the Paris Club creditors' seniority. 

Biiln si iibI EliUBCiBf RcQuirGOMSts 

Considerable external financing will be needed to normalize Bosnia and Herzegovina's 
relations with external creditors, as well as to cover the requirements of the reconstruction 
program. This nonnalizatioii involves both the deacance of outstanding arrears as well as the 
lestnicturing and servicing of remaining dd>ts. An important first step in tibis direction was 

already taken on December 20, 1995, with the clearance of outstanding arrears owed to the 
International Monetary Fund. On March 12, 1996, the World Bank's Board of Executive 
Directors also adopted a debt consolidation plan for Bosnia and Herzegovina that will clear its 
arrears to the Bank and reduce Bank-related debt service requirements in the immediate 
following years. Normalization of relations with oilier multilateral creditors is also expeebed to 
take place soon. A comprehensive debt workout would be desirable to normalize Bosnia's 
financial relations with other official and private creditors. The scenario presented in this 
section is illustrative, and it is in no way intended to prejudge the outcome of future 
negotiations with Bosnia's external creditors in the Paris and the London Clubs. It shows 
however diat a con^rdiensive debt worioNit, wipjndii^ t substaatial net present value 
reduction on consolidated debt service to Paris Qub creditors and a substantial debt stock 
reduction with London Club creditors goes a long way to create the conditions necessary to re- 
establish Bosnia's creditworthiness for IBRD lending starting in 1998 and private capital 
inflows after 2000. Less generous terms would leave Bosnia's creditworthiness more fragile 
and access to such flows in question. Key elements of this illustrative scenario are as follows: 

• Gearanoe of about $640 million in outstanding loans, inchKling arrears due the 

World Bank in mid-1996, via their consolidation and refinancing into a new 
loan with 30 years mamrity including a grace period of 5 years. The Bank also 
plans to support Bosnia with some $400 million of IDA resources over the next 
2-3 years, over and above a special Bosnia and Herzegovina Trust Fimd of $150 
million already established 1^ the Bank in January 1996 on a combination of 
grant and IDA terms. A net transfer of some $450 milUon from die World Bank 
Gtaap is anticqMtBd over the next 3-4 years. 

• Clearance of arrears owed to other multilateral creditors in mid- 1996. 

• Clearance of pre-cutofif date arrears to Paris Qub creditors in mid-1996, via 

"Nicies terms", i.e. two-thirds net present value (NPV) reduction on 
consolidated debt service, and a deferral of post-cutoff date debt arrears over a 
6 year period, including 3 years of grace. 
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• A 100 percent rollover of debt service on London Club and suppliers' debts for 
1996-97, followed by a two-thirds debt stock reduction at Naples terms, in 
1998, and rescheduling of tibe remaining IxModon C3iib and sappUm* ddn over 
23 years, with 6 years grace period. 

Under this scenario, Bosnia and Herzegovina's gross external financing requirements 
will total about $12.7 billion over the period 1996-2000 (table 5.2, line I). The lion's share 
($7.6 billion, line 1. 1) of diis five-year financing requiremeitt comes from tihe current account 
deficit, lar^ly driven by reconstnicticni needs, and to a lesser extent fnm OOaer import 
lequirements (humanitarian imports and private sector imports). The next largest financing 
requirement ($2.7 billion, line 1.4) is accounted for by arrears clearance. Debt service on 
rescheduled and new debt to multilateral and Paris Club creditors accounts for about $1 billion 
(line 1.2), or 8 percent of the financing requirement. Debt service to London Club and other 
commercial creditors, mchiduig rollover of debt service m 1996-1997, accounts finr 0.9 billi(m 
(line 1.3), or 7 percent of die financmg requirement, and tibe accumulation of international 
reserves to a mininwim precautiooary level for about $0.5 billioB (Une 1.5), or 4 percent. 

These gross financing requirements are projected to be met through a combination of 
sources. About $2.1 billion (line II. 1) of the total fmancing (16 percent) is assumed to be 
provided through official and private unrequited transfers. Official unrequited transfers are 
afff^nyd to dedine over time as humanitarian assistance is replaced by reconstruction 
assistance on concessional terms (line II. la). Private unrequited transfers (line II. lb) are also 
expected to decline gradually over time, mainly reflecting the combined evaluation of its two 
components: emergency assistance needs that are currently addressed by nongovernmental 
ofganizations, which are assumed to decline over time, and private renlttanoes finm Bosnian 
femilies woildng abroad, whidi are are assumed to ronam constant over die prcgection period. 
Foreign direct investment inflows are expected to resume sorting in 1998 and provide about $ 
0.5 billion financing (line H.3). 

New cash financing (about $5.1 billion; line U.2) by various creditors m support of the 
reconstruction and recovery program would cover forty pofcent of tibe total financing 
lequliemeitt, most of it on concessional terms. In addition, nultibteral creditors, bilateral 
creditors (including Paris Club creditors), and commercial creditors (including LoiKion Chib 
creditors) are expected to finance about eighty percent of the remaining $5 billion financing 
gap (line ni) via arrears clearance. The World Bank adjustment lending in support of the 
economic reform program would provide additional financing of about $0.2 billion.^ The 
remaining financing gq> for the 5 year period is dose to $1 billion (line in.3), averaging about 
$190 million a year, or 7 percent of the total fuianciog requirements. It bears repeathig, 
howevor, diat this catoilaticm of the remaining financing gap assumes tiiat financmg for tite 



The proposed Worid Bank t^ptstBoasL credits are ejqwded to be cofinmced by odwr creditors. This 
oofinucing fiom odier ciediton will cootfibute to fyUng die fii>«n«'->»^ g^p. 
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1 Total external debt/GDP (%) 


147 


t23 


119 


n 


70 




83 


2. Debt service/Total exports (%f 


130 


51 


33 


12 


14 


12 


24 



a. 1993 is estimated; 1996-2000 are projected. 

b. Assumes rollover of debt service ui 1996 and 1997 and debt seivtce «t terms c(»np«rabie with Naples terms thereafter, (including late interest). 

c. Assumes cieamoNf'iif MRKffi tft ii w ltlli iM uT mNNton jbtdM^m UHtD nd fwtt CMb itt tmi^tSMir *Rft 1R TfMfflni Ooib' ndl fltMc -gqmmkcM 

creditors m 1998. » < / ^ • 

d. Assumes that fmancing of reconstnicuon program is fully secured. 

e. Includes use of IMF resources ($45 million), errors and omissions, ' ' 

f. Assumes itat Ae first proposed World Bank sttuctund a4putBiei«i9w4kl»>lBMiK«ad H toMpw iw u nMekii «WRMd9r twAtr prepartiiott, '9^1^ 
^ittersed in 1996. The World Bank jmHuft^gHUvm indades tm mm jpafwaed tteieterf wtfjimum miUtt, mnmAm i» ttattBB, to te 

[tunned over 19^^. Of «tiy ff'igiMBii^ 
i^Mi4a|0tMdlJ(uiii)||i ii^feLlt|vJ|(Q^ 

S> /Uter etemwH^ <9f'*tnt)nt 4d> MsMtainal camSton. Itati £ML.J£jaHftMi'lSi^lait oter eamaMtiil cm^mmil ibifMBivldfaiaca <# annkiat 

fhanclng from IMF, multilateral creditors odier flan the Baafc. Mllip>i<rf:«wil»iwi/ ' .^^ - ■ .\ 

h. 1993 figure refers to scheduled debt service. 

Note: The Bank scenario is illustrative, and it in no way is intended to prejudge the outcome of future negoiianons with Bosnia's external creditors in 
the Pans and the London Clubs. It shows that a comprehensive debt workout including a substantial net present value reductios on the constdtdated 
service with Pans Club creditors and a substantial debt stock reduction widi lAmdon €lBki«rMMM»:iaai::Kl^^ 
jfor meimi <tf ISU^ l«w>m| anrttn^ la I99& aa^ Mem tiMi 200O< 

.jW!i.3iSHll-llBifeiiiitj8iite)iWfe ■■V. ......V,. ... 
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reconstruction program has already been fully secured and, that a comprehensive debt workout 
mil have contributed to substantial debt relief as mentioned above. This remaining financing 
gap would be covered by balance of payments support from the IMF, multilateral creditors 
other duuD the Bank, and bilaiecal onediton 

This debt workout scenario illustrates the contribution that both debt service relief and 
debt stock reduction can make to the restoration of creditworthiness. Under the scenario, the 
overall debt parameters would indicate a substantial decline in debt and debt service indicators. 
For example, the ratio of debt to GDP would M from 147 percent in 1995 to dxMt 67 
percent 1^ 2000, and die composition of dd)t stodc will be mote fiivoraMe in tenns of the 
degree of concessionality of the debt terms inq>lied 1^ die nmainiqg debt stock. With such a 
strategy, it is possible that a viable medium-term economic program, based on restoration of 
country creditworthiness and renewed access to international conunercial capital markets, can 
be realistically envisaged and sustained growth be expected. Less generous terms would leave 
Bosnia's creditwofthiness more fragile. 

The MaaroeoMiomic Onflook 

Given the uncertainty and complexity of implementing this program in the immediate 
postwar environment, forecasting the growth outlook is at best a highly tentative exercise. The 
scenario presented here is, therefore, onty illnstntive (taUe 5.3). ft assumes that snbstantial 
leconstniction financing on c(mcessional tenw and debc idirf wiU be 

and bilateral creditors; that considerable disciplme will be maintained in domestic policies for 
the effective use of external assistance and effective implementation of the economic reform 
program; that public sector institutional reforms will proc^ well; and that conditions that 
allow for a rise in long-term private flows will be in place by the year 2000. 

Should these conditions prevail, Bosnia and Herzegovina's economy could start to 
rebound strongly. Given the extreme deterioration of public services and infrastructure 
facilities resulting from the war, the initial impetus for growth will clearly come from aid- 
supported reconstruction efforts for at least the next couple of years: transport, 
comnnmicariwis, oKrgy supply, and odier tnfirastmctnre need to be xqwind and taondreds of 
thousands of relugees and diq>laoed persons need to be resettled and soldiers demobilized, 
with attendant housing and employment needs. Private investment is also expected to recover 
given the urgent needs for repair and extension of existing businesses and housing. Assuming 
that long-term finance will be available, private investment will rebound most likely in light 
industry, services (mainly transport, tourism, and financial institutions) and housing 
construction. The capital requinmeois of tfiese mvestmeols are relatively small and their 
dependence on public infrastnictnre and services is IhnilBd. The agricnhnral seclw, 
dominated by private smallholders, could also be a candidate for early recovery if food aid is 
managed so that it avoids a negative impact on domestic producers. It will take somewhat 
longer for trade to return to its prewar export levels. Until basic infrastructure is rehabilitated 
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Table 5.3' 
Selected economic indicators, 1991-2005 
(milUons of U.S. dollars) 












Ave. 


Ave. 




1991 


1994 


1995 


1996 


1996^ 


2001-05 


/. Gross Domestic Product (GDP) 














1. GDP (US$ million) 


8,199 


na 


2.200 


3,100 


4.840 


8.900 


2. Real GDP growth (%) 


na 


na 


na 


35 


21 


8.4 


3. Per capita income (U.S. dollars) 


1,872 


na 


524 


728 


1.150 


2,123 


//. External Trade Account 














1. Merchandise exports (US$ million) 


2,120 


164 


295 


608 


1,230 


2,447 


2. Real merchandise export growth (%) 


na 


na 


77 


100 


43 


6 


3. Share of merchandise exports in GDP (%) 


34 


na 


13 


20 


25 


27 


4. Merchandise imports (US$ million) 


1,673 


889 


759 


1,722 


2,384 


2,779 




0 


0 


0 


612 


780 
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b. Humanitarian and in-kind aid 


0 


498 


203 


297 


89 


0 


c. Other 


1,673 


391 


556 


813 


1,544 


2,779 


5. Real merchandise import growth (%) 


na 


na 


na 


120 


29 


7 


6. Share of merchandise imports in GDP (%) 


33 


na 


35 


56 


51 


31 


(Reconstruction related and other imports- 


na 


na 


25 


46 


48 


31 
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7. Trade balance (in % of GDP) 
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na 


-21 


-36 


-25 


-4 


III. External Current Accoura 














1 . Current account balance (in % of GDP) 


na 


na 


na 


-32 


-30 
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(Excluding official transfers) 


na 


na 


na 


-45 


-35 


-5 


TV. International Reserves 














1 . Total reserves (in months of imports) 


na 


na 


0.4 


1.2 


1.9 


3.0 


(in mcHiths of reconstruction related and 


na 


na 


0.5 


1.5 


1.9 


3.0 


other imports-excluding humanitarian) 














a. 1991-95 are estimated; 1996-2005 are projected, 
na: not available 

Note: The Bank scenario is illustrative, and it in no way is intended to prejudge the outcome of future negotiations with 
Bosnia's external creditors in the Paris and London Clubs. It ^ows that a comprehensive debt workout including a 
substantial net present value reduction on consolidated debt service with Paris Club creditors and a substantial debt stock 
reduction with London Club creditors goes a long way to create the conditions necessary for renewdl of IBRD lending 
starting in 1998 and private capital inflows after 2000, and for achievement of a sustainable growth. 
Source: Data provided by Bosnia and Herzegovina authorities, the IMF, aixl World Bank estimates. 
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and public services are restored, exports are not likely to constitute a significant source of 
growth. 

Experience from other countries similarly afflicted by war suggests that a strong 
reconstruction and recovery program could help Bosnia and Herzegovina's economy rebound 
significantly, by around 35-40 percent in 1996 and at progressively declining rates thereafter 
(table 5.3, line 1.2). This, however, requires good progress on the ground in government 
institiitioii-building, sound policies, and effective cocndination among parties. However, even 
under tiiis somario, ODP would only reach dose to two-ttiirds of its prewar level 1^ 2000. 
The prewar level of GDP would be recovered in 7-9 years. 

As the economy recovers and domestic supply capacity is restored, some of the prewar 
export markets are expected to be regained, and exports are projected to recover from their 
current low base to about two-thirds of their prewar levels 2000. Beyond tihe reconstcucticni 
iduue, widi significant recovery and freer access to inputs, labor, and nqntal, normal trade 

patterns are projected to resume, leading to a large improvement in the trade balance. Based 
on these assumptions, the average trade deficit is projected to decline from about 24 percent of 
GDP during 1996-2000 to 4 percent in 2001-05 (line n.7). 

It should be underlined once again that if die conditions underlying die above scenario 
were not in place, resulting inter alia from a significant shortfall in donor financing for die 

reconstruction program, policy slippages in implementation of stabilization and economic 
reform programs, and/or unfavorable debt workouts with London and Paris Club creditors, the 
scenario illustrated here would not be achieved. Such a development would undoubtedly put at 
risk die possibility of lasting peace and prosperiQ^ in Bosnia and Herzegovina. 
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